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Publisher’s .Note. 

On account of the partition of the country Dr. 
Akh tar’s rights have been purchased by the publishers and 
‘the book will now be revised by ^ Prc?f. Kewal Krishan 
Dewett and appear under his name. ■ 


PREFACE TO THE SECOND EDITION 

The first edition had a very encouraging response. In the second 
edition the book has 1 been thoroughly revised so as to make it more 
simple and lucid. Additions have been made in almost every chapter 
so that the book has been made' comprehensive enough to cover the 
course completely.- ’ , .. . 

' In order to introduce the students to advanced works on the 
. subjeot seieqt references have been given at the end of each chapter 
and at the end of the book important, questions arranged topic- wise 
haVo been appended. The second edition is being placed in the market 
with much greater confidence and it is hoped that it ‘ will meet the 
requirements of the. teachers and students much better. 

I must thank my pupil and friend L.Dalip Chand Aggarwal, m.a. 
who has helped me a lot in the preparation of this edition; ’ 

ewal Krishan Dewett. . 
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MODERN ECONOMIC THEORY V 

' yv 'V. ; ’ - CHAPTER I . - ’ *’ 

the nature and scope of economics 

1; The Problem of Definition. Dr. J. N. Keynes is not far 
V wrong when" lie remarks that " Political Economy is said to have 
^ktfhngled itself -with- definitions.” 1 Every .economist. '.signalised his 
^ dcb'B in the world of Economics by coining a new ^definition, 
malting the confusion worse confoun gt^yThere are, therefore,' ' eco- 
. homists like:Richard. Jones and Comte who would do away with the 
definition altogether, it being pedantic and useless. But ( the task of 
defining subject is not to be regarded , as . mere pedantry. . It is . 
very essential for a student to have some definition in mind as a 
working basis.- Besides, the discussion leading to a definition is very 
useful in giving, clarity to the fundamental concept of the . subject. 
We shall not, therefore,' dispense with the definition and -the discus- 
sion connected with it., , . .. i - - 

Eco’nomics is considered one of the youngest sciences and, Borne 
would think it is still.in its infancy. Till it reaches maturity, ideas 
connected with it cannot be supposed to have settled down. There 
■ •are many an* ecohomio matter round which •contr over sy, ytill , rages 
furiously. The problem of the definition ’of 'Economics; -is v oW suoh 
matter. Let us examine some of the definitions put forward from 
' tiicue to time.' ' , .• ' ’ - . . . - l ’ _ \ ’ - 

■ 2. Is Economics a Science of Wealth ! According to Adam\ 
Smith, Economics was concerned with “ an enquiry^into the nature j 
and causes of Wealth of Nations.” • The father of Political Economy, 
as' he was called,- was followed by his "sons” who took up the’ eoho, ‘ 
and gave Economics the name of science of wealth. At' a time when 
-religious sentiment was strong and spiritual values ^held sway oven, 
men’s minds, the idea of wealth, ajjKf thq^ pamperecf and. degenbraf- < 
ihg ways of the rich could onlyj&cice . repulsion in the onjig htop ed, 
mind.. It called forth righteous indignation from men of lettersliko' 
Carlylojxnd Ruslan. The early economists, tho votaries of the . now 
cult ofNIammon-Worship, # wero. looked down' upon. • Unabashed 
pursuit of wealth [was, hot something which could find favour with , 
any cl ask of people. Economics, was considered to . teach selfishness 
and came to be called a ‘dismal sciencb.’ . 

Luckily -‘Economics has now been extricated' from this unenviable 
position. 1 Exaggerated emphasis on wealth is gone: No 'undue im- 
portance' is now attached to wealth as Buch and for its own sake 1 .) 
It is now fully recognised that wealth i s only a means to _an : ench "• 

■1. . Keynes, J.; N. — .Scopo and Method oE 'Political Eoonomv.-. )£)S0 ' 

tv inS . ' * 
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The end is human welfare Wealth* produced acqmted and 
accumulated not because itlfai a virtues 

enables man to promote his a ell -being. The story oT^Emg Meda 
is well Sown. ~ He was much ForicTof gold hut waslio satisfied when 
everything that ho touched turned into gold? Rather, he was 
very unhappy. Wealth cannot be the be-all And the, end-all of 
human endeavour hor canjt be expected to he the sole cause., contri- 
butinglo humanTTappmess. .'Economists have outlived the fallacy 
of regarding wealth as of primary Importance. 1 The, emphasis has 
vou* shifted from wealth toman. It, is for man’s benefit,, that wealth 
exists. Man is primary and wealth occupies jinlv ^. secondary place. 
As Marshall Tightly puVslt Eeo«orn&! is '‘onjmh jside’a study of 
wealth ; and ohlhe oilier, and more important side, a part ~of the 
study of man.” Economics thus i3 not a science of wealth hut a 
science of man primarily. It is a science of human activities con- 
cerning wealth. It may be'cal ied thcTs cicnce oFhuman welfare. 

3. The Traditional View. The traditional view is that Eco- 
nomics is concerned with these human activities which centre round 
wealth not for its own sake hut for the sake of human welfare that 
it promotes. The following definitions which have become ’current 
coin in economic literature represent this traditional view. 

Economics is ( a “science which treats of those social phenomena 
that are due to the wealth- getting and wealth-nsing activities of 
, man.” (Ely). 

“Economics is the study of the general methods by which men 
co-operato to meet their material need£” (Beveridge), v 

“ The aim of -political Economy is the explanation of the 
general causes on which the material welfare of human beings de- 
pends” (Cannan). 

_ “ The range of our inquiry becomes restricted to that part of 
social welfare that can be brought directly or indirectly into rela- 
tion with the measuring rod of money.” (Pigou). 

"Political Economy or Economics is a study of mankind in the 
ordinary business of life ; it examines that part of individual and 
social action which is most closely connected with the attainment 
and with the use of the material requisites of well-being.” 

Marshall seems to have settled the matter of the definition ^f 
Economics and large consensus of expert opinion had been mobilis- 
ed behind him. For a long time the view had been accepted that 
Economics deals with man’s actions in relation to wealth.’ 

of ° rd!nar Y busineCs °nife’ means howamangets 
wealth and how he uses it to satisfy his manifold wants. This 
, idea when amplified will comprehend all the four departments of 

tion ^Theseare ^ n ®} II1! P t,0D y Reduction, Exchange and Diatiibu- 
•i° n- u' 1 l * 10 actions of man in relation to wealth’ 

Economic studies how man consumes wealth, how he piodnces it. 
how wealth is exchanged and distributed in the pnnjyminifw 
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; ;4. ,■ Economics as ;a Science of : Material; -Welfare. What 
Marshall seemed to hare settled once for all has been again nnsettl- 
ed and the ball of. controversy has been.. set rolling once again by 
Bobbins’ attack on the traditional view of Economics. , ' 1 - - • 

y. ■•' One f thread seems to run through- the well-known definitions 
given, in' the preceding- section, 5 viz., that of material welfare. 
^Beveridge speaks of meeting .‘material needs, Oannan of “ Causes - of 
. Material welfape” and Marshall of “ material requisites of'-well-being”. 
: According tbfthese. economists the aim of E conomics is to B thdy 
/ thofe human activities which are condTubiyb. tojEtttEnuwelfare. in- its 
: material aspe ct.~ " ~77-- .~~y ■ -m. ■> - ■ : 

Why have the economists concerned themsolves With material 
.Welfare ? , . Human -welfare in all its aspects .is simply immeasurable. 
It is so vague, so complex and so volatile.' It would bo futile - to 
measure it. Human 'ingenuity- has failed - to- devise an . effective 
instrument for assessing welfare. in all its manifestations.. But: ecb- 
nomists have. with them an instrument by means of which material 
-aspects of human welfare can be.measured. This instrument is wealth. 
It is.a convenient and, tangible measure of human motives. . Wealth 
furnishes man with material means of satisfying, his . wants and of 
promoting his welfare. By means of wealth a man can help himself 
* and help others. Wealth brings him food, clothing ‘and shelter and 
satisfies also his more .refined 1 wants and desires. ' No .wonder that 
- ’ human beings' - are’ accustomed ' to measuring 1 their welfare] by ’the 
' amount of wealth they own! Economists, iii so far as they ; Btudy 
wealth, can be legitimately regarded as studying causes , of material 
•welfare. : ’.'. ' ' 'V' : , ; M 

, ,/ But Lionel Robbins has led a frontal attack- on this position, 
He does not think .it right for the economists to confine their -atten- 
tion' to the, study. of material welfare. . In his book .‘Nature and Sig- 
nificahce of Economic Science’ lie has given , numerous examples, of 
goods whioh. are ' highly conducive., to; human welfare.; ’ijut , which 
'have nothing, material in them. There is for example the -love of a 
mother. Who can' doubt' its place in human Welfare \ But it finds 
,,no place among economic goods. Then, there are services of doctors, 
l awyers , eto^ These services have economic', significance 1 . ]They are 
:scarce-and~have value in the economic sonse but they, too, lack 
material attri bute 's. • Economics is]thus.obncerncd-bbth-with:inaterial 
r ag w ell ; fts mon-materiaV^tliihgsi Those economists, , therefore] who 

- confine attention *€q"cau8es of materiak welfare expose themselves : to 

.the charge -that they, are one-sided. i r - » • - 

' Robbins’ objection , is] : however, -not’, merely . -'to the word 
■•‘material’. He would hot'. have; Economics to do anything with 
Welfare at all. The word welfare too should' go.'. He points out the' 

' anomalous' 'position of those' who study Economics in terms of wel- 
fare,; • 'The intoxicants are regarded as wealth.; -' But ; by: no stretch 

- of imagination camEe^bo'regardcd' : as conducive to human welfare. 
There We so many.'other airtideti like this; the, consumption of . Which 
is -highly detrimental to human' .well-being.;. But being Scarce : they: 
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arc subject to the ‘pricing process’. They havo.ni short, ««”“J 
cimificance. Human nelfn.ro ib not served by them. KObm 
W ould sa y, "v,hy talk of welfare at all 1 V> hy not throw an ay 
mask altogether 1,1 »_ 

Apart from the anomalies into which the welfare economists fall, 
there arc other reasons for discarding the welfare idea from discus- 
sions which are strictly economic. Idees of welfare vary’ _ from ngo 
to a^e, from country to country, and from individual to individual. 
Welfare, as we have already said, is volatile and is simply immeasur- 
able. Why make the attempt at all 1 It is too vague and mdeii- 
nite and does not provide an adequate ground for building up a 
respectable science. 

There is the further objection that in assessing human welfare 
we shall be called upon to give our verdict ns to what we regard as 
conducive to human welfare and what is not so conducive. We 
shall bo transported to the wotld of Ethics, whereas Economics should 
be neutral as regards ends. It is not supposed to bo its function to 
pass moral judgments and say what is good and what is bad. 

' Thus according to “New Economics 1 ' Economics Is not to be re- 
garded as a study of the causes of material welfare. 

5 Modem view. Lionel Robbins has challenged tho traditional 
view of the nature of Economic' Science. We have noticed some 
of his objections in the above section. The hitherto accepted and well 
known definitions of Economics do not'satisfy him. He calls these 
definitions classificatqry and unscientific. We 'have already seen 
that according to these definitions Economics is concerned with tho 
causes of material welfare. .But welfare is relative and lacks fixity 
which is so essential for building up a scientific treatise. Further, 
the idea of material welfare is based on exploded Physiocratic 
* notions. Even the term wealth has no fixed connotation. Tbo 
same thing is called wealth under certain circumstances and not 
wealth under others. Water near a spring is not wealth but in a city 
ib is. Robbins aims at lifting Economics to a higher scientific nlnne 
by freeing it from such anomalies. P 

According to Robbins, “ Economics is the Science which studies 
human behaviour a-s a relationship between ends and scarce means which 
hate alternative W\ _ On analysis we shall find that this definition 
lays down the following three fundamental propositions which 
constitute the basis of the 6trnctmre of Economic Science' 

(a) 'Ends ’refer to wants. Human beings have wants which 
are unlimited m number. There is no end to what one 
can ? ever , Possibly be completely satisfied. 
Multiplicity of wants calls forth a~ ceaseless' effort for 

!cHrii Sat ’ sfaCtl ° n and , fcbe unending cycle of economic 
Z m °v! eS °°* If , wants had keen limited, they 
would have been adequately satisfied and further incentive 
to economic effort would have ceased. As a matte’- of 
met few economic problems would have then faced man. 
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. ' Only because human wants are unlimited that one is 
compelled to discriminate between more urgent and less 
urgent wants and select some for satisfaction and reject 
others. * 

(b) Although Wants are unlimited yet the means ' to satisfy 

them are strictly limited. No doubt, there are certain 
free goods which also satisfy human wants, nay which are 
indispensable. But most of the things that we want are 
scarce. Had the means been unlimited, no economic 
problem would have arisen. We would have obtained 

s anything that we liked, in any amount without making 
i any effort or sacrifice. But, as it is, the resources at the 

1 disposal of a community are scarce. 

The term scarcity is used here in a special sense. It is 
scarcity in relation to requirements or demand. Scarcity is , not 
to be taken in an absolute sense. A commodity may exist in a 
small quantity ; but if no ‘body has any use for it, we shall not 
call it scarce in the economic sense, A rare but useless commodity 
isnot.-carce. On the other hand, there may bo huge stocks of a 
commodity like wheat or coal in the world. It may be abundant in 
quantity -and yet it Will be called scaroe because the demand is 
even larger than the supply. It is the extent of demand for a com- 
modity, and not its quantity alone! which will determine whether a 
commodity is scarce or not, Ac rore-pdi may suffer from scarcity 
because he may have very high ambitions for which his wealth may 
be insufficient. A man of a few thousands may bo happy and 
contented for he has cut down his u ants. 

Thus the means, with which Economics is concerned, are those 
which are scarce in relation to demand and not necessarily those 
which are available in small quantities. As the available resources 
are limited, .prudence demands that we should economise them. 
Our means tire not enough to meet all our requirements. We must, 
therefore, decide not only which wants to satisfy but also the 
extent to which each want should be satisfied. , We shall get greater 
satisfaction if we satisfy a number of wants in part instead of 
satisfying a few wants fully. 

(c) The third proposition underlying Robbins’ definition is 

that the scarce means are capable of alternative uses. If 
a commodity could be put only to one use and to none else, 
few economic problems would arisc.in its connection. After it 
has met that ubb, it would become a free good and will have 
no Economic significance. Actually, however, the uses to 
which a commodity can be^put are numerous, almost 
unlimited. Hence the demand in the aggregate for that 
commodity is almost insatiable^ As commodities 
have alternative uses, each commodity is used for 
the satisfaction of many wants. No parti- 
cular want is completely satisfied. ,, Before ' tne 
satiety level is reached in one case, the commodity is 
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diverted to some other use. A commodity Is distributed 
among its various ir-es m such a manner, that it > lc los a 
same satisfaction at the margin. Wo make tan best ^ 
our limited resources, >n this manner. 

Robbins has sought to demolish the old structure of .Econo- 
mic Science which dealt with the causes of material welfare, in- 
stead ho wants to raise a new btructure with two founds lon-st ones : 
multiplicity of wants and 'carcitt; of m’ run. Iti the ab-enco of thcsC 
two no economic problem would have arisen. Economic activities 
in this sense are tho-'o when one is trying to obtain a soiree good 
for the satisfaction of his unlimited wants. Wants being unlimited 
and the means being limited, one must pick and choose. _ One can- 
not satisfy all his wants. Economic action of man lies in his uti- 
lisation of scarce means for the satisfaction of multiple ends. 

Thus economic problems arise under two circumstances : (1) 
unlimited wauls ; and Jii) limited means to satisfy them. Wlieu a 
roan’s actions centre round these two facts, his activity h called an 
economic activity. Trying to settle a neighbour's quarrel, seeing a 
cricket match, going on a pleasure hike, plating tennis, etc., arc not 
economic activities. No economic problem arises in their con- 
nection. 


But when wo arrange our daily programme to make the best 
use of our time or distribute onr property among.' the 
various uses or plan out a sensible use of the living 

accommodation that se may have or when a student 
spends the monthly allowance he receives from his parents — all those 
are economic activities. In each case we are trying to make the 
s best use of our limited resources. In short, economic activity 
is one when we economise our limited resources. We shall be deemed \ 
to hare made the best use of oar resources, 'when we have obtained * 
therefrom maximum satisfaction. To max'mise utility is the god of 
all economic activity. This is the end which economic behaviour 1 
of man seeks to achieve. From the point of the state, Economics 
may .be defined as the ‘study of those principles on which the 
_ resources of a community should be so regulated and administered ' 
as to secure the communal ends” without waste.’ (Wicksteed). 


6. Criticismi of Robbins’ View. The traditional view of Econo- 
mics, a study of the causes of material welfare, was according to 
Robbins too narrow andfleeting.'~TEeT ff worS “‘'material ’ imposed 
unnecessary limitation. "“Commodities and services mnv promote 
material welfare under one set of circumstances and not under others. 
Thus this old conception of Economics 1 icked universality and scien- 
tific precision. But Robbins’ definition transcends .these narrow 
boundaries and lays down a maxim which is true of all times and 

Wicksteed puts it, “ da (economic) laws are hke the laws 
0 -III • ate a PP' lcltJ le to fields that have no connection whatsoever 
with businesi or production of wealth.” Consequently, no charge of 
sordidness or preaching of Afammonism can be levelled against * new ’ 
Economies, it can no longer be called a '-dismal ’ science. Wher- 
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over flic bride are many, and the means are scarce, Economics is 
directly concerned. All ideas of relativity are replaced by those of 
universality and Economics has been placed at a high scientific 
pedafetal. r 

But, Robbins is not without his critics, j The Marshallian spirit 
is not dead: Economists like Durbin, Fraser, Wootton and Beveridge 
have put up a strong defence ' Of "MarshaBia^iEbOridraicsi Wootton 
urges* that it .is very difficult for economists tq_ divest their dis- 
cussions completely of >B,l«prroatiye~'8jgmfi'caricb.’’ Eraser says, 
*' Economics is morc Ttban a value th eory or_ equ ilibrium analysis.” 
RohliffisWdeaTWrEconomlcsr^ou^r'liHmTftedly more , scientific, jb 
colourless, impersonal and “neutral as regards ends. " Equilibrium 
JeT just an equilibrium.” It is entirely divorced from human welfare. 
Economics becomes synpnympus„.5vith theory of value. Attention 
is focussed on valuation "which is now considered the central pro- 
blem of Economics. Other aspects of the study of Economics have 
been relegated to the background. The human touch is_,bntircly 
missing. It is well to emphasise with Ely that “Economics is some- 
thin" more than a science, a science shot through with the" infinite 
variety of human life, calling not only for systematic thinking but 
for human sympathy, irifagination and in an unusual degree for the 
saying grace of common^sense. 1 Robbins reduces Economics to a 
mere abstraction and makes the study of it still more complex and 
difficult. This detracts from it utility for the common man. Utility 
qf.Economics lies, in a largo measure, in its being a concreto and 
realistic study. 

< - After all there i'p not much amiss in the traditional definition of 
Economics as ‘a study of a man’s ordinary business of life’ o? 'a 
man’s actions in relation to wealth’. Wealth stands for scarce means 
and man’s actions in relation tb them imply economising of them. 
Therefore, 'disposal of scarce means which enn he put to alternative 
aieee’ -js implicit in ' if'ond what is more important, it keeps man 
steadily in the forefront. We need not, therefore, dethrone Marshall. 

We should, however, remember that ‘definition is not a more 
question of words but question of things’. So long as the thingaVnre 
clears the words used are immaterial and the wordy warfare is really 
unnecessary. There is a substantial measure of agreement as to 
whatEconorbics stands for. The ‘centre’ is admitted, the dispute or,ly 
relates to the ‘circumference/. This need not be unwelcome because 
'without disagreements at the circumference no science can hope to 
make advances’. 

r , y- Is Human Behaviour Regulated with the Object of Masi- 
„mising Utility or Does Maximum Utility Merely Follows as a 
Consequence? This question has been discussed by Mr. J.K. Mehta in 
'his Advanced Economic Theory, (1948, p.5). The* human wants vary 
in urgency and intensity. They aro partly determined by external 
— M , ■ , . 

1. Ely nnd Others — -Outlines of Economics— 1030 p. 4, 
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Gtiunhi and partly by our oun nature. With nni “ als anC \ pr ^7v. 
neonle wants aie mostly determined by external forces. In satisty- 
ing their wants they are governed by the natural ord cr o f ^gencj 
or intensity. But with the civilised man, >t is the rational mind 
which controls and guides the satisfaction of wants. In their case 

it is the expected utility which determines the urgency of a want. 

The behaviour of animals is instinctive and there is little conscionB 
direction towards want-satisfaction. There is no conscious maximis- 
ing of utility. Governed by their natural instincts they feel and 
sati^fv their wonts imposed by forces around them. This is not the 
case with rational beings. They are not simply ruled by forces 
from without. They make a conscious effort m making the most 
of their limited resources and of maximising their utility. This 
is the case with most of us. This can be regarded as a normal 
behaviour of man in tho economic sphere. Thus human behaviour 
is regulated with the object of maximising utility and maximum 
utility does not follow merely as a consequenco of satisfaction of 
wants * 


8. Not Maximum Satisfaction but the Attainment of the 
State of Wordlessness is the aim of Human Activity. 1 A now 
definition of Economics has been given which seems to 
bo in accord with the Indian genius especially that of ancient 
Indians. It is said that it is for tho short-sighted people that Science 
of Economics studies human behaviour which aims at maximising 
utility. Those who are wise do not take such a short-sighted view. 
They rather aim at attaining happiness which is the outcome of n 
state of wantlessness. 

When a man feel© a want, he experiences some sort of pain. 
When want is satisfied the pain is removed. It is negative gain and 
not positive advantage. At tho most in some cases tho satisfaction 
of a want results in an agreeable experience, a sorb of pleasure. But 
pleasure is not happiness. Pleasure is something transient. The 
satisfaction of a want puts the consumer under tho influence of a 
sort of opiate whoso effect is temporary. It is like morphia injec- 
tion. The effect is temporary and the pain recurs. 

Similarly, satisfaction of a want does not end tho matter. Old 
wants recur and new wants arise. .Man is caught in the spiral of 
ever-mounting wants The way to happiness does not ho that way. 
.Maximising utility or satisfaction leads only to temporary removal 
of pam. But the soul of man yearns for more and more. 

On the other hand, if a man treads the rough and rooky path 
of discarding wants rather than satisfying them, he treads tho path 
of wisdom. It will bring him contentment atid happiness. Accord- 
ing to western standards his life may bo drab and dreary 'tyet it is 
mie which will take him beyond shallow and transient foleasure. 
Wants satisfied will recur but wants discarded never will. The aim 
oi h uman behaviour should be not to maximise utility, but to 

J, See J K Slehta — Advanced Economic Theory, 184s, pp 7-14 
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minimise -wants till he has gained freedom from -wants. Wo can 
never attain this freedom by yielding to our desires and satisfying 
them but by controlling and discarding them. 

It is not possible to discard all the wants. The process of 
selection, of which Robbins speaks, will have to, bo applied. When 
we have attained the state of wantlessness we may perhaps cease 
to be human beings. Process of pick and choose will then coxae to 
an end. Human behaviour should bo directed towards this end. 
(“Removal of wants gives pleas ure but abs ence of wants gives 8pmo- 
Itbing better ...happiness 77 . 

v-9. Valuation— the Central Problem of Economics Let 

us think once again of the fundamentals of Economics as 
enunciated by Robbins, viz., the scarce means and the multiple onds. 
The resources available to a community aro limited in quantity but, 
because human wants are unlimited and the resources aro capable 
of alternative uses, the demand for these resources is very grout. 
Scarcity gives them a price in the market. In case they had been 
free goods, the problem of valuation would not have arisen at alt. 
The problem of value arises on account of multiplicity of wants and . 
scarcity of means. 

Economic activity consists in the utilisation of scarce means to 
the best advantage of a person. This obviously cannot ho done 
' without evaluating the resources and without comparing their rela- 
tive utilities. Valuation is the problem of exchange and exchange 

• is the connecting link between production and consumption. It 
brings producers and consnmors together. It is thus literally tlie 
central problem. 

We have to face the problem of valuation in all the depart- 
ments of Economics. In consumption we are concerned with thb 
satisfaction of wants. The' consumer wants so many things to 
satisfy his wants and he is constantly faced with the problem, *at 
what price’ ? The goods that he wants are scarco, ho cannot have 
them free. To what extent he is able to satisfy his wants depends 
largely on the level of prices prevailing in the market. Can it 
therefore be doubted that the problem of price or value is the most 
important problem for a consumer ? 

Think of the producer. He has to employ land, labour and. 
capital — various factors of production in bis business. He must make 
very caroful calculations of tho prices he has to pay for them. A 
| little want of care on his part will change a handsome profit into a 

* lamentable loss. Just as the consumer wants maximum satisfaction, 
the producer wants maximum profit. Ho must devise tho most 

1 economical ^combination of the factors of production. Can he do it 
f without going through the valuation process \ Tho 'problem of 
5 valuation is, indeed, an important one from the producer’s point of 
K view. 

♦ 

The third branch of Economies is exchange which is conoemed 
with price-determination. Price determination is valuation. Who is 
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not aware of the price fluctuations m the market » Prices vary from 
time to time and from plr *e to place. The price of wheat to 1? ! > f ™s 
Rb . 2/S /- per maund and it malts. 12'- in 1948. Price of suaar m India 
is Re. 1/- per seer (May 19-18} but Rs .■«/- per seer in. Pakistan. M ha 
is it so 1 All this is the problem of valuation, and the Government 
and the public are sliho worried about the course of prices. Their 
importance to the economic life of a nation is indeed vital 


When we pass on to the L lrf’i branch of Economics viz x 
distribution, the problem of valuation assumes no less importance. 
Here we are concerned with the determination of rent, wages, 
interest and profit. Rent is the price paid for the use of land, wage 
is the price of labour, interest is the price of capita! and profit the 
pnee of enterprise. In exchange we are concerned with valuation 
of goods but m distribution with the valuation of the services of 
the various agents of production. The well-being of these agents 
depends upon the respective shatea that they receive out of the 
national dividend. 


Thus in all branches of Economics, the problem of valuation 
is the most-imp ortant problem. It may rightly be called the central 
problem of Economics. 

There are several forces which evert their influence on valua- 
tion. Detailed analysis of these forces we shall defer till we come 
to the discussion of problems of exchange. Let it suffice to mention 
here that besides the forces operating on the side of demand and 
that of supply, the state can also exert a great influence on the 
course of prices Apart from direct price control, the state can 
influence prices through its taxation policy as well as by its Store 
Purchase'policy. Prices also greatly depend on the form of economv. 
Under capitalism prices will be determined by competition, perfect 
or imperfect. Prices wall find their own level through the unfetter- 
ed operation of the forces of demand and supply. A Socialist State 
may subsidise commodities consumed by the poor and sell them at 
less than the co^t. A Fascist State fixed a price which it regards 
fa ; r. 

Valuation is not only an important problem but also a complex 
one. It is not always easy to disentangle the influences opera* irw 
on it. ~ - 

10. Institutionalism in Economics. A brief mention mav be 
made of a new school _ of economists called the institutionalists, 
lliey are mostly Americans and W. Mitchell nmv be regarded as 
their, leading representative In India Prof. Rodba Ramal hlnker- 
jee nas made a valuable contribution to institutionalism m 
Economics. 


^ s i lh \ t,0 ? a H S u S - seS ^ to s!ve a nevr tw!st to economic 
r ° fs -^ d r n rf larl!vidual behaviour they concentrate 
behaviour. They define Economics as a 
science of social behaviour. Naturally study of social institutions 
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occupies their mind largely. They believe that human behaviour 
can be controlled and' improved. Improvement of human behaviour 
is their principal aim. 

To Adam Smith’s doctrine of * self-love ’ and self-interest 
the institutionalists are strongly opposed. Thoy regard this trait as 
anti-sooial and unbecoming to the dignity of man. They do not 
believe man is so selfish as that. He has social instincts and it is the 
?. function of a good economic system to bring out the best in him. 

The institutionalists mostly rely on inductive method as a means 
of economic investigation They are more realistic and make a 
liberal use of the statistical information at hand. They deprecate 
abstract or deductive reasoning. 1 

There aro those who do not lay much store by the litoraturo 
, published by the institutionalists. Nevertheless thoir’s is a point of 
view which deserves due recognition. After all man does not live 
alone. He is a social animal. It is only right that his social be- 
haviour is made a subject of special study. 

11. The Rationale of Economic Activity. We find all around 
us people busy in various walks of life in the pursuit of wealth. 
The farmer, the factory labourer, the clerk, the teacher, the doctor * 
and every man of profession is engaged in making money.' But 
money in itself is of little use.-What ho is really'after is not money but 
A the amount of goods and services that he can buy with money. 

, It is the desire for the enjoyment of consumers’ °goods that is res- 
ponsible for the starting and the running of the machinery, of pro- 
duction. Herein lies the rationale of all economic activity in the 
world. The> entire productive apparatus is directed towards the 
production ultimately and finally of the consumers’ goods. 

12- Opportunity Cost. It is not, however, possible to supply 
to the consumers all the goods and services thoy would like to 
enjoy. The resources of the world aro limited. The factors of 
production with which to bring tho consumers’ goods into exis- 
tence are not to bo found in a state of super-abundance. If that 
had been the case all economic problems would have ceased to exist. 
The means being limited and tho wants clamouring for satisfaction 
being unlimited, we have to pick and choose. Of the two alter- 
natives before a person the one which is forgono is the price or cost 
V °f the one which has been chosen. This cost is known as the Op- 

* portunity Cost. With a certain amount of money I may be able to 

see a cricket match or go to a cinema show, and if I may 
choose the latter then the cricket match which has been sacrificed is 
the opportunity cost of the cinema show" I have enjoyod.' This is 
also called Displacement Cost. The" concept of opportunity cost 
does not only concern a consumer, but the producer too. Ho has 
also to choose an economical combination of factors of production. 
Ho must substitute labour for machinery and vice versa and 
- ' thus accept one alternative and reject another. In tho realm, 
of exchange, again the concept of opportunity cost exerts its 
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influence. If with a given set of factors yon can cither produce 
• this assortment of commodities or that, then the opportunity cost 
ratio will determine their relative prices, because the price of a 
commodity produced by a factor must in the long run bo equal to 
the price of another commodity which the Fame factor is capable 
of producing. 

13. Economic Decisions. Any decision made in connection 
with the utilisation of scarce means for the satisfaction of un- 
limited wants is an economic decision. With the limited 
resources at our disposal, it is impossible for us to satisfy 
all our wants. Economic decisions are necessary to determine 
which wants to satisfy and which to relinquish. Choice is n funda- 
mental necessity in the economic world arising out of the fret of 
multiplicity of wants and scarcity of means. This choice is' embodied 
m the form of countless economic decisions taken by numberless 
scattered individuals. 


. . E - on °™ c decisions may be private decisions or business de- 
cisions The private mdiv, dual has „ limited amount of monev 
property time and other resources at his disposal. It is maniS 
inadequate to meet all his desires, real or latent. He must So 

t bC ^, tisfied and should remain um 

fulfilled. His decisions will depend upon his own tastes and 
environments. They are more or less subjective, and it is dhScuit 
to formulate any hard and fast rule about them TkS 
man, too, has to decide what use he should make ofthe prodnetive 

resources of land, labour, and capital at his disposal. Wokno h;! 
aim is to maxim.se his profits. His decisions, unlike the Sw 
of a private mdivmual, are. capable or beinc looked nr mere T- 
lively. But in the case of both, the fundamenta, problem 
same, fir., the proper utilisation of scarce means l <I)0 

altemativemes. This is what Economics is concern < ?, n be P nt to 
puts jt, '‘-gnomics studies activity of husbandry.'? 3 ™* h ‘ As Ro11 

gajhe^’ ^Wwtton^thero Ire aro 

theMI^ecTif^ 

Economics toV regarded as a Science has been diafienSd w"!, ° f 
says again, "Economists are under the susnlLnerT?' 
tans and they cannot afford to spioion of being oharj#: 

-™* “to/CS "XT honoTJrnble titles the* 

common appfeation by theoretical economists'nffplf lncreas ! n g>y 
to their studies there is an element nf ri?n f » S? rm 6cj enco 
^ous student of Economic sTnce wS do 0 ^ / Urthe - r ' ‘' tho 
time to remind himself that of all the , 1 ° j w , el * from tlD3 o to 
cost curves or indifference curves that domand ant * supply schedules 
to his text-books, not on e Si bvTcrH a PP^rauce 

feet The reader » founded upon 

■--■gsaa s* 

I. V\ ootton Lament for Economics, 1938 . p. 14. ~ ~ 
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tion endorsed by the weight of authoritative opinion of tiro course 
'of events to be anticipated in any concrete historical situation.” 1 

It is further pointed out that men being endowed with a free- 
dom of will, which is after all not illusory, and that economic 
phenomena being highly complex, varied and variable, it is diffi- 
cult, nay impossible, to build up a science on such a slender footing. 
The claim of Economics to be called a Science seems to have been, 
therefore, completely demolished. But it is not so. 

^'“‘Whether a particular branch of learning is entitled to be . re- 
garded a science or not, depends on what we consider a science to be. 
If we expect a science to formulate laws applicable everywhere ’and 
at all times without any reservation and qualification, and if we 
expect it to predict the future course of events, then frankly speak- 
ing Economics is nqt a science. But these ' requisite s of a science do 
not accord with modern notions as to what a, science is. By science 
we understand a syste matized body of knowledge and not — merely-a 
c onection~ol' factsT so that the facts s peak . forZthemsely.e8. In the 
words of Poincare, “ Sciehce'isTSmlt u p of fa cts as ahoose i s bu ilt 
up o f ston es ; but an accumula tion of facts is no more a science than 
a heap of stones is a, house.” 1 * " 

There is an almost complete agreement on - the point that 
Economics fully deserves the title of a science although by the very 
nature of its raw material, it cannot be as perfect and as exact a 
science as some of the natural sciences. The Economic Science 
has by now attained a fair degree of maturity. The economist has 
cdllected his facts which are fairly of a homogeneous - ty pe) The 
facts Have been carefully analysed and put undersuitable classifica- 
tions, and general principles governing these facts have been dis- 
covered and enunciated. What more'' is needed to make it a 
science ? In short, economic study has indeed become systematised. 
Besides, the economists use all the paraphernalia of a statoce, i.e., the ' 
scientific methods ; and they conduct the economi^phquiry in a 
scientific spirit keeping their own prejudices and predilections en- 
tirely in the background. They try to look at their facts- in as ' 
objective a manner as possible even in matters in wl*h the inquirer 
,may himself be vitally interested. Economics is, 4|erefore, a full- 
fledged science and some economists claim for it perfect equality 
'with other sciences. “Economic Laws are on all fours with the 
propositions of all other Sciences.” 2 It is time that this pedantic 
and hprron controversy is laid at rest. - 

. Is Ec*n»mics Als» An Art ? It has been settled that 

Economics can be called a science, but can it be treated also as an 
, art ? ‘ The 'English economists are agreed that economics is only a 
science and not ah art. “ The type of science that the economist 
will endeavour to develop must be one adapted to form the basis 
of an art. It will not, indeed, itself be an art.” “ It is a science 
pure and a p plied , rather than a science and an art.” (Marshall). 


pp., 112 - 118 . 

ft*Vfeins Op. Cifc„ p 
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it does not study man as an isolated individual who has renounced 
the world and has gone to live in the jungles or in the mountain 
caves. It studies, on the other hand, men who live in society affect- 
ing society by their aotions and themselves exposed to social influ- 
ences. Economics is not so much concerned with “ the economic 
man” — an abstraction, hut man of flesh and blood and the man 
whom we actually see in the world, swayed by ordinary motives, 
noble or ignoble, and having his ordinary' share of human virtues 
and weaknesses. . 

We have also arrived at the conclusion that Economics is both 
a science and an art. The English economists generally hold that 
it is not the function of Economics to solve practical ^problems. 
Although economic aspect of these problems may be very important 
and the economist’s opinion will be of very ''great value, yet no 
problem can be solved on-economic grounds alone, for the political 
and moral considerations may also be involved. , “ The theory of 
Economics does not furnish a body of settled conclusions immediately 
applicable to policy. It is a method rather than a doctrine , an apparahis 
of the mind and technique of thinking which helps its possessor to draw 
correct conclusion .” (Keynes). 

Wo do not quite agree with this view. No economist has lived 
up to this ideal. Adam Smith, ‘Ricardo, Malthus -and in our times. 
Lord Keynes, hare all actively interested themselves in the problems 
of their time. In the words of Eraser, “An economist who is only an 
economist is a poor prdly fish.” According to Tugwell it is only a 
premature flowering of Economics, which is responsible for its sepa- 
ration from practical life. Wootton complains that “ we spend too 
much time forging theoretical tools and too little time in trying to 
make practical use of them.” When we study Economics, “our 
impulse is not the philosopher’s impulse , knowledge for the . sake of 
knowledge, but rather the physiologist’s knowledge for the healing that 
knowledge may help to bring” (Pigou). Our view, therefore, is that 
the economist must lend a helping hand in the solution of practical 
problems and he is in a much better position to do so than a states- 
man who is devoid of the knowledge of economic theory. 

As to the question whether Economics should pronounce moral 
judgments, the English Classical School was of the view that it was 
none of the functions of .the economist to comment on the right- 
ness or wrongness of the economic position. Senior thought 
i that the -economist could not add even one word of advice. 
Cairnes paid Political Economy stood neutral as regards ends as 
mechanics stand neutral between rival scheme's of railway construc- 
tion. Recently Robbins has reaffirmed this neutrality. It has been 
emphasised that Economics is concerned with the means and the ends 
lie outside its scope. Economics is not concerned with the desirability 
or otherwise of the ends. It is said that the function of the economist 
is to explore and explain and not advoc tie and condemn. This, in our 
opinion, is not the right view. ‘ 

Wo agree with Hawbrey that Economics cannot be dissociated 
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from ethics. There is an “economic ought. Having analysed, fo 
example, the causes of the maldistribution of wealth, why should the 
economist fight shy of saying that it ought to be better distributed . 
“A non-psychologieal Economics must, therefore, bo regarded as 
either a superficial fragment or as positively non-seientific. It is 
Hamlet with Hamlet left out Economics, therefore, is both a 
positive and a normative science and wo do not agree with Robbins 
when he says that the gulf between positive Economics and nor- 
mative Economics is so wide that no human ingenuity can bridge. 
On the contrary, the tendency during the last half a century ^is that 
Economics is becoming mote, and more “ Political Economy . The 
scope of Economics is being widened so as to include politics, ethics 
and. religion. The function of Economics is, therefore, not merely to- 
describe, analyse and generalise but also to furnish guidance in the 
practical affairs of the world. 


17. Methods of Economic Science- One of the grounds pn 
which Economics has been recognised to be a science is that like 
other sciences, it, too, uses the scientific methods. Let us now see 
what these methods are. 


The early English economists, known as the Classical Soliool, 
tried to buildup the science of Economics from a fow simplo gener- 
alisations and the method that they used is called the Deductive, Ana- 
lytical, Abstract or a.priori method. Among these may bo-mentioned 
Senior, Mill, Caimes and Ricardo, the latter being the chief exponent. 
The advocates of this method start with a few indisputable facts 
about human nature and draw inferences about individual -concrete 
cases. Eor example they believed that self-interest alone guides men 
in their daily life and they tried to explain and predict all human 
behaviour in terms of«eW-interest, which was obviously wrong. - 

This method has the merit of being simple, effective and certain, 
provided the assumptions are valid. This is a very big “IF” indeed. 
More often than not, the assumptions turned out to be ' unsound, 
untrue or only partially true. They made Economic Science dogma- 
tic for they- refused to admit that there might be some flaw in their 
premises. The Deductive Method proved particularly dangerous 
when universal validity was claimed for generalisations based on 
imperfect or incorrect assumptions and attempts were made to 
formulate practical policies of the nation in the light of these 
generalisations. 

There was naturally a reaction against this and a new school 
called the Historical fcebool arose. The reaction was specially 
marked in Germany and was represented by economists like Roscber, 
Hilderbrand and Frederick List. The new movement had also its 
supporters like Cliff Leslie in England. They advocated a method 
which has come to be known as Historical, Inductive or Realistic. 
This method insists on the examination of facts and then laying down 
general principles. Here we go up to " generals” from ‘‘particulars” 

la .Wolfe in Tugwell’s Trends of Economics, 1835. p. 400. 
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•whereas in the Deductive Method we come down from “ generals” 
to " particulars.” 

The main weapons in the hands of inductive economists are 
observation and experiment. This method has the merit of being 
based on facts and having, therefore, a surer foundation. But the 
danger is that hurried conclusions may be drawn from insufficient 
number of facts. Some important facts may have been ignored and 
the conclusions may be unwarranted^ Besides, observation and 
experimentation have a very limited application in a science which 
deals with human activities. 

But as against this it may be pointed out that although conscious 
experimentation is simply out of the question in Economic Science, 
yet history affords a number of experiments in the form of economic' 
measures adopted from time to time. The granting of discriminating 
protection in India is one big experiment. In modern times the r 
application of the Inductive Method has been very much extended. 
There is a spate of statistical publications in every country. The 
“ blue books” are full of facts and figures and' the economist has a 
large and reliable supply of the material from which to draw his 
conclusions. The modern era has been called the Inductive Era. 

The modem economist, however, does' not rely on one method 
to the exclusion of the other. He u-ses both. In the oft-quoted 
words of Prof. Marshall, “ Induction and Deduction are both needed 
for scientific thought as the right and left foot are both needed for 
walking .” The economist first starts tentatively with a certain 
^hypothesis based on deductive reasoning and then tests it on the 
touch stone of facts and the hypothesis is elevated to the plane of 
a theory. Eurther cheeking in the light of the prevailing situation 
has to be done before the theory can lie* changed into a law. 
There is thus what Eric Roll calls interpenetration of deduction 
and induction. 

Thus “ the true solution of the contest about method is not to be 
found in the selection of deduction or induction but in the acceptance of 
deduction and induction.” -(Wagner). Which of the two methods is 
to be used on a particular occasion, depends on the nature of the 
inquiry, the material in hand and the stage at which the inquiry has 
leached. , 

3 -- ... > 

18. Laws of Economics. Like every oblmr science Economics, 

too, has drawn its own set of generalisations, which aro called the 
laws of Economics, ffhese laws are supposed to govern .and explain 
all economic activity. In the words of Marshall they may be defined* 
thus : — / 

u Economic laics, or statements of economic tendencies, are those 
social laws which relate to branches of conduct in which the strength 
of the motives chiefly ’concerned pan be measured by money price.” In 
terms of Robbins’ definition of economic activity we might say 
that economic laws are - statements of uniformities which govern’) 
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applicability. The Classical Economists , were of the opinion that 
economic laws were immutable, eternal, i nexorable “and so u nivor- ' 
s^l^pplic51)Ip“wStb‘out anyy'qualij^ The His- 

torical“5olibbV'on The' "other hand*, emphasised their relativity and 
insisted that they had only a limited application to a given en- 
vironment. Bagehot, for example, declared that the laws of 
Economics propounded in England were applicable to " a grown up 
society of competitive ‘ commerce.” Modern econ omic opinion 
inclines to the View that inasmuch' as economic laws "are based On 
essentials of human nature they have a very wide, application to 
almost all communities, although in formulation of actual economic 
policies allowance must he made for varying local conditions. Who 
can doubt that Gresham's Law, Quantity Theory of Money, the 
Law of Diminishing Utility, tho Law of Choice and a host of other 
economic laws are independent of sociological and political condi- 
tions ? Given the conditions under which they are true, the con- 
clusions to which they point are inescapable. , 

19. Relation of Economics to Other Sciences. All sciences 
have < been developed by man for the service i of man. Economics . 
being a science of man par excellence and concerned with human 
welfare more than any other science must freely draw on every 
other science especially History, Mathematics,' Statistics, Physical 
Sciences and .Psychology. It does not seek to establish or explain 
the laws of physical sciences but simply uses them as bases for its 
own reasoning, e.g,, the Law of Diminishing Returns has been 
derived from the physical properties of the soil. Of psychology it 
has mado much greater use. The Law of Choice which is the most 
fundamental law of 1 Economics has a psychological basis. Mill 
described Political 1 Economy as “ a moral or psychological science”. 
Jevons made it even more psychological. To ’him tho theory of 
Economics is “ the mechanism of utility and self-interest ” and 
“entirely based on a calculus of pleasure and pain.” , i ^ j 

. < _ The relation of Economics ( to the other social sciences is very 
intimate indeed. Philosophers like Comte would subordinate 
Economics to, and include it in, Sociology,' the general soience of 
society. But Sociology still awaits development, whereas Economics 
has attained an advanced degree of maturity. As such" it is capable 
1 being studied separately. This specialisation is highly condu- 
cive to scientific thoroughness, although it is wrong to think of it 
as an entirely independent soience. Complete segregation between 
• Economics and Sociology is out of the question, ‘ 

Economics is very , closely connected with Ethics for all 
economic activities, must be coloured by ethical ‘considerations.. 
When we discuss production and distribution, we must keep high 
moral ideas steadily in view. Economic activities must be con- 
ducted on ’a moral plane. By the ancient economic thinkers, 
Economics was completely subordinated to Ethics. It was not 
merely attendant and the hand-maiden of Ethics ; she was crushed 
and blotted out by her more prosperous and pampered sister.” 
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la the same way Economies depends on Jurisprudence, or 
lienee of law. Economic activities must be conducted withm a 
local frame-work. The economist cannot countenance predatory 
activities, however lucrative they may be. Xlio bystem of 1m 
limits and determines our economic activity. 


Economics and History, again, are closely allied. History fur- 
nishes the necessary background against which we can have n better 
annreciation of economic theories and problems. Knowledge of 
history enables us to get a clear insight into the problems of 
Economics By means of histon wc arc able to confirm or disprove 
of old theories and discover new ones. The discovery of gold mines 
throws a new light on the quantity theory of money and occurrence 
of Black Death threw in hold relief the demand and the supply 
cidc of labour. Similarly, history has largely contributed to foinm- 
lation of theories of trade cycles. But whereas Economics owes 
a debt to history, knowledge of economic theory, too, is of immense 
value to the historian. As a matter of fact history which omits 
an analysis of economic conditions is incomplete history, if not a 
misleading one. It has been w ell remarked : 


Economics without History has no root, * 

. | History without Economics has no fruit.” 

Of 1 til the sciences relation of Economics with Political Science 
is the closest. It has already been mentioned that Economics is 
mote and more becoming political economy, the implication being 
that it is more and more becoming inextricably mixed up with 
pohtics. To the statesman economic considerat.ons arts the most 
important. Ho must take into consideration the economic habits 
and institutions before embarking on a certain political policy. 
The economic considerations arc paramount in determining pohti- 
Kdjoolicies. * 

,, ’.."olnyttie same way political conditions and institutions have' a 
iarotwdur^g, influence on the economic conditions of the country. 
Few can dfany that economic development m India has been very 
largely influenced by the political factor. Politics and Economics 
thus act and react upon each other. Every current political pro- 
blem is predominantly economic in character. The present war 
like any other war, in modern times, is the outcome of a scramble 
for markets and materials. The Hindu-Muslim problem in our 
country is essentially an economic problem. It is a desire to 
further economic interests of tho community which goads the 
people on for struggle for political power; The setting up of Eco- 
nomic Advisory Councils or the " Brain Trusts” to advise the poll- 
ticians shows that Economics is becoming moTO and more a hand- 
maid of politics. 


t of die Study of Economics- The economist can 

legitimately be proud of tho fact that, in a way, his science is 
decidedly more useful than any other branch of learning. Jfo other 
science miles human welfare its direct and primary concern. The 
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economist, in his own humble way, tries his best to contribute to 
human welfare. « 

Economics has groat intellectual value. Those who devote 
their time to the analysis and understanding of economic problems 
are amply rewarded with the sharpening of intellect. The study of 
the various theories of value, of wages and of interest and unravel- 
ling of the mysteries of foreign exchanges and tho attempt to under- 
stand intricate currency and financial problems provido an excel- 
lent mental gymnastics. 

There is also tho cultural value of the study of Economics, 
The student of Economics is initiated into tho mystery of the work- 
ing of the economic machine. Ho comes to understand how auto- 
matically it goes on working without apparent jolts and jerks with- 
out any presiding genius to direct it. Every individual is a worker 
in this vast and complex productive system. He has also his own 
contribution to make it the cumulative result. This teaches him the 
lessons of economic interdependence. It gives him a sense of pride, 
a sense of responsibility and bettor appreciation of the scheme of 
things. Ho can take more intelligent interest in his work. This is 
no small gain. In any sc!v me of mental culture, Economies must 
form au indispensable element. A person without elementary know- 
ledge of Economics must be considered a somi-educatcd person 
because so much of what is happening around him has economic 
implications which he may fail to grasp. A great deal of what 
appears in tho daily papers is unintelligible to him, A mere men- 
tion, for examplo, of sterling balances and of inflation meets with 
a stupefied look. Cultural value of Economics cannot, therefore, bo 
exaggerated. 

Tho practical importance or vocational value of Economics is also 
vory great. To tho statesman, tho knowledge of Economics gives a 
better grasp of tho political problems that face us, to tbo solution 
of which ho brings to bear more imagination and more sympathy. 
For the finance official a knowledge of Economics is indispensable.'^ 
To tho labour leader it is of help for the understanding of the indus- 
trial situation and it enables him to fight tho battle of labour against 
capital more effectively. Ho will know whon to press his demands 
.. strongly and when to yield gracefully. 

Economics is the strongest ally of the business man. He can 
learn the principles of business organisation. Ho Will bo able to 
plan hie business well and tackle the problems of production and 
marketing more successfully. To the business man it thus renders 
direct assistance. The breadth of vision which the study of Economies 
necessarily gives, stands him in good stead in times 'of difficulty. It 
is really difficult to think ‘ of any aspect of human life, with its 
multitudinous activities, where tho knowledge of Economics is not 
useful. It is a living science dealing with concrete realities of life. 
“You cannot,” says Wootton, “be in any real sense a citizen unless 
you are also in some degree an economist.” 1 „ 
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21. Economic Freedom. There are three aspects of economic 
freedom which is enjoved bv the people under a modern capitalist 
system In the first place, a person is free to use his property m 
any manner that he likes and he has not to submit to any dictation 
from any superior in this respect. Secondly, he is free to start any 
business or enter into any profession he chooses. This is known as 
freedom of enterprise. The individual entrepreneur actuated solely 
bv the mitive of self-interest and profit, like the ‘economic man’ 
initiates production and takes risks. The state does Hot seek to 
drive entrepreneurial activity into marked channels. Lastly, there 
is the freedom of contract Individuals are free to contract business 
alliances and settle the term3 as they suit them, lesting assured 
that the state will uphold them 


But there is na absolute freedom in these matters. They enjoy 
but a relative freed >m. Every enlightened state imposes certain 
restrictions on this economic freedom in the interest of the .larger 
freedom of the community The enjoyment of economic freedom is 
subject to general welfare. No one can use his property or enter 
into a contract or start an enterprise which is in any way detri- 
mental to the community or any component part thereof. 


22. Price Mechanism. A very noteworthy feature of the present 
economic system is the ‘pricing process’. The price-mechanism 
functions m such a manner that the adjustments in the economic 
system take nhee almost automatically without any direction or 
dictat’on from a central authority. Price is the regulator of both 
production and consumption The consumers are able to convey 
their preference* through the prices they arc willing t-> offer. 
Similarly, the producers are able to indicate the scarcity or abun- 
dance of a commodity by means of the price they are willing to 
accept. If price rise*, it will check demand and stimulate supply 
and vice ter a. If there is a greater demand for a commodity than 
the *upplv thereof, adjustment between the two wall be brought 
through the rising of the price. Conversely, if the supply is greater 
‘than the demand, the price will fall and equate the two. " 

The same type of dove-tailing is effected in the sphere of distri- 
bution where we are concerned with the remuneration of services of 
agents of production. Rent, wages, interest and profit are tho prices 
paid for factors of production If there is a large supply of labour, 
wages will fall and induce the employers to employ more and absorb 
the supply. If, on the other hand supply of labour has been curtail- 
ed by war or epidemics wages will rise and give a warning signal to 
the employers of this shortage. & 

Tile price obtained either for a commodity or a service consti- 
tutes an mco ne which through its purchasing power determines the 
extent and the direction of economic activity. There seems to be 
cvrrv justification, therefore, for the present system to be designated 
as a ‘government by price’. ' ’ 

The price-mechanism is supposed to have harmonised the 
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interests of both the, consumers and the producers. In the words 
of Benlmm ‘it lends to harmonise the desire of entrepreneurs for 
profits and the desire of consumers to satisfy their wants as fully as 
possible from the factors of production available . 5 This harmony 
is, however, not always realised in actual practice. We may find 
that either the consumers tre being exploited or the entrepreneurs 
are suffering. While the consumers enjoy the benefits of cheap 
production, they are sometimes deliberately defrauded, or they are 
at the mercy of the monopolist. On the other hand, the producing 
company may suffer because of inefficiency of the directors or because 
directors are enriching themselves at the expense of the company. 
Thus we generally find divergence rather than harmony between the 
interests of consumers and producers, for the price-mechanism does 
not often work smoothly and freely. 

23. Division of Economic Study. The traditional method 
of dividing the study of Economics is to split it into four partB — 
Consumption, Production, Exchange and Distribution. This is in 
keeping with the old definition of Economics, viz , that it is con- 
cerned with man’s actions in consuming, producing, exchanging and 
distributing wealth. This mode of treatment cannot fit in with the 
new definition of Economics given by Robbins, according to which 
'Economics is concerned with the problems of choice, arising out of ' 
disposal of scarce means in- relation to multiplicity of ends. A different 
treatment of the subject is called for to bring out tbe implications 
of this new conception of Economic Science. The traditional 
method is, therefore, regarded as unscientific. The modern approach 
is to treat the subject as a whole rather than split it up into different 
compartments. 

But we feel that in an elementary study like the present one, tbe 
traditional method will be more suitable. It will make for simplicity 
and clarity and specially suit the students, who are not engaged in 
an advanced study of the subject. While we adhere to the old treat- 
ment, we shall of course take notice of the latest developments in 
Economic theory respecting each department of our study. We shall | 
divide our study into four compartments or departments," viz., Con- j 
sumption (or damand), Production (or supply), Exchange (the balanc- / 
ing of the two) and Distribution (sharing of the national income). ' / 

In Consumption we shall study bow limited means are utilised 
for the satisfaction of unlimited wants. We shall take note of the 
characteristics of human wants and the various laws governing 
their satisfaction, e.g., the Law of Diminishing Utility, the Law o£ 
Substitution and analyse the concept of Elasticity of Demand and 
Consumer’s Surplus. We shall also 'examine the idea of the Sove- 
reignty of the Consumer. We take Consumption first, as it furnishes 
the initial impulse and driving force for economic activity. 

The study of Production will consist of the study of the four 
Agents of Production, their relative efficiency and the way they 
combine^ and co-operate to produce wealth. In the terms of new 
Economics we shall find how the limited means for the satisfaction 
of unlimited wants are obtained. Production will acquaint us with 

% ’> 



CHAPTER II 

GOODS, WEALTH AND VALUE 

1. Introduction. In the first chapter, we have made a pre-_ 
liminary and rapid survey of the nature of Economics and the main 
features of our eoonomio system. But before we begin a detailed 
study of the subject, it is necessary to fix in our mind the precise 
meaning in which we shall frequently use certain terms. This will 
avoid much unnecessary confusion. One source of difficulty in the 
study of Economics is that it uses terms of ordinary speech, giving 
them scientific meanings. Some of the more important of these 
terms are explained below : — 

2. Goods and their Classification. The term * good * or 
£ goods ’ is used in Economics in a special sense. Anything which 
is capable of satisfying a human want is called a ‘good’. Air, broad, 
table, ’etc., are ali wanted or desired for the satisfaction of human 
wants and are therefore * goods ’. Everything desirable is a 'good’. 

Goods may be classified as under : — 

(1) Material Goods, c.g., bread, chair, books, etc. 

Non-Material Goods, e. g., goodwill. 

(2) Transferable Goods, e. g., house, land, furnituro, cattle. 

They are not necessarily bodily transportable. „ 

Non-Transferable Goods, e.g., a person’s faculties or capabilities 
his skill, his intelligence, etc. 

(3) Personal Goods, e.g., skill, intelligence, etc. 

, Impersonal Goods, i. e., the things which are external 
to a person or which may be possessed by him. 

(4) Durable Goods, i. e., those which continue giving service for 

a long time, say for years, e. g., house, furniture, etc. 
There are different degrees of durability. 

Perishable Goods. They are finished up in the course of ono 
satisfaction, 'e.g., meal, and are not capable like the durable 
' , goods, of giving a series of satisfactions. 

(5) Public Goods are those which are public property, i. e., 

owned by the municipality or government, e. g., townhali, 
public library, college building, etc. 

Private Goods. These goods are the property of private 
individuals, e.g., a person’s house, land, cattle, etc. 

(6) Consumer’s Goods, Consumption Goods, or Goods of the First 
■ Order. These goods direcoly satisfy the consumers’ 

' wants. They yield satisfaction directly. They are wanted 

for their own sake, e.g., bread, clothes, house, etc. 

Producers' Goods, Production Goods or Goods of the Second 
or Higher Order. These goods yield satisfaction only 
indirectly. They are desired not for themselves but for 
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painful efforts to acquire them. “ It may be said , with an appearance 
of a paradox, that more,' things in the nature of wealth a community 
has, the less prosperous it is.” {Taussig). This is so because the 
welfare of the community does not solely depend on wealth, i .. e., 
scarce or economic goods. Free goods make their own contribution 
to human welfare. If more goods belonged to this category, human 
welfare will be more easily promoted and it will bo more widely 
spread. 

. 3. Utility. We have seen above that every “good'’ or commo- 

dity possesses a quality by virtue of which it satisfies a human want. 
This want- satisfying power is known in Economics as utility. Any- 
thing which satisfies a human want, directly or indirectly is said to 
possess utility, the want may be sensuous or otherwise. It is the 
value- in-use of a commodity. 

When wo say a mango has 10 utility and a piece of pastry 7, wo 
sitnplv wish to declare our scale of preferences and indicate relative 
degrees of our satisfaction from tho consumption of these two com- 
modities. Utility is, therefore, simjily a conventional representation or 
an objective expression of something subjective, t.e., our degrees of 
preferences. Utility indicates the intensity of desire. 

Every article possesses some inherent qualities on account of 
which it satisfies a human want. But when we speak of utility wc 
do not refer to such intrinsic qualities of a commodity. On the other 
hand, we are thinking of the commodity in relation to tho wants 
of an individual. A cigaretto, for example, has some quality in 
itself on account of which it is capable of satisfying a human want. 
But to a non-smoker it is of no use. He does not want it. For him 
the cigarette possesses no utility. Utility is, therefore, subjective and( 
relative ; it is not objective. It lies not merely in the commodity , 
itself, but in the mind of tho consumer. It simply indicates the 
reaction of an individual and not of the society at large. It relates tho 
consumer to tho commodity. "Being subjective it varies from individual 
to individual. The same thing may possess some utility for one person, 
more utility for another, and no utility at all for a third person. A 
horse has no utility for one who cannot ride and a picture for ono 
who cannot see. A person who has no ear for music or an eyo for a 
work of art will be insensible to any artistic beauty. Ho cannot 
appreciate it. Obviously so far as he is concerned, such things 
possess but little utility. In the words of Chapman, “ external 
goods are goods only in relation to internal goods." 

It is not merely from individual to individual that utility varies. 
It may vary in the case of the same individual at different times. 
A change in the tastes, season, or fashion, even advertisement and 
propaganda may affect the utility of a commodity or a service. 

Utility may be distinguished from satisfaction. Utility is the 
power of the thing to yield satisfaction. Satisfaction is what wO get, 
it is the result of utility. When we eat a fresh, ripe and sweet 
mango we are ploased. The freshness, sweetness and tho ripeness 
and other qualities of the mango constitute the basis for the utility 



28 MODERN ECONOMIC THEORY 

it possesses, but it is on account of these that wo get satisfaction. 
The thing possesses utility, it gives us satisfaction. 

A distinction of greater importance exists between utility and 
usefulness. The two words are often confused in the ordinary speech 
and are used as svnonvms. But if a thing possesses utility, it doe_s 
not necessarily follow that it is useful Smoking is not useful. 
Drinking of wine and the use of other intoxicants are harmful. But 
in the eyes of the economist cigarettes, wine and all such things 
possess utility, for the simple reason that there live people who are 
prepared to pav for them, and whom wants they satisfy Here the 
moralist and the economist do not sec eye to eye with each other. 
The economist does not look at things from the moralist’s angle of 

vision. He is not swaj ed by ethical considerations when he wants 
to know whether a thing possesses utility or not. His simple test 
is “ Does it satisfy a human want Is anybody prepared to 
pay for it in order to obtain it for his consumption ? If the answer 
is in the affirmative, the commodity possesses utility beyond doubt, 
however harmful the consumption may be. The term utility has 
thus no ethical significance. 

It may also bo mentioned that the term utility refers only to 
consumers’ goods and not to producers’ goods. A bicycle has utility 
for one who uses it. It gives him satisfaction. Bub tho machinery 
used in the making of the bicycles gives no such satisfaction to its 
manufacturer. He is solely guided by the motive of profit and does 
not get any personal satisfaction from tho machine. Utility refers 
to personal satisfaction and not satisfaction in any other sense. 

It is sometimes suggested that we should use "desirability” in 
place of utility. But tills would be open to tho objection pointed 
out above. “ Desirability ” implies moral consideration, whereas 
utility is morally neutral, The thing may be undesirnblo but if there 
are fools enough to buy it and use it wc shall say it has utility. 

A better suggestion is the use of the term "significance.” It has 
already been used by some economists,' c.g., Wickstced. It is freo 
from tho objections mentioned above. A thing possesses economic 
significance whether its use is undesirable or injurious, provided it 
is scarce in relation to human wants. 1 But the term utility is much 
more current in the language of Economics and we, too, shall stick 
to it. 

4. Value. Value is another term which has often caused 
confusion in economic thinkmg. In the words of Adam Smith, “the 
word value has two different meanings and sometimes expresses 
the utility of some particular object, and sometimes the power of 
purchasing other goods which the possession of the object con- 
veys.’ But the modem use of the word value differs from Adam 
Smiths.” 

The economists now do not use value in two meanings but onlv 
in one. For the first use of the word mentioned by Adam Smith, 
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viz., value-in-use, they use the term utility. The word value is used 
in Ihe second sense, i. c., valuc-in- exchange, actual or potential 

Value of a commodity simply moans what other commodity or 
commodities can be got in exchange for it. Value is the power 
of a commodity to command other things in exchange for 
itself. If a fountain-pen can be exchanged for two copies of your 
text-hook, the value of tho pen is equal to two text-books. When 
value is expressed in torms of money it is called price. 

Can there be a general rise in values or prices ? Value is rela- 
tive. You cannot speak of the value of a commodity in absolute 
terms. You cannot for example say that the value of a particular 
commodity is great, without at the same time having a number oF 
commodities that it can buy at the back of your, kind. Value is 
relative because it expresses relationship between commodity and 
commodity. It builds a bridge of equation between the two. Value 
of one thing is thus connected with the value of another thing. It, 
therefore, follows that there, cannot he a general rise in vilucs: al- 
though there can be a general rise in prices. 

Let us understand why there cannot bo a general rise in values. 
To take our previous example : , 1 Fountain Pen— 2 Books. If the 
value of the fountain pen increases, it will buy more books than 
before. In other words, the value of tho books will go down. If, on 
the other hand, the books go up in value, tho purchasing power of 
the fountain pen goes down. The value of both things cannot go up 
simultaneously. As the value of one thing is expressed in terms 
of another if the value of the former increases, the value of tho latter 
must go down, for it can only increase in terms of the other. Thus 
value being relativo, the values of all things cannot rise at tho same 
time, i.c., there cannot be a general mo in values. 

But there can be a general riso in prices ns it happened during 
tho war. The price of everything has gone up. Prices of things are 
expressed in terms of money. Thoro aro two sides of tho equation 
here, goods Bide and money side. In this case goods side has 'gone 
up, while tho money side (i.e., tho value’of money) has gone down. 
Wo have seen that in tho equation tho value of only one side can go 
up but not that’of both sides at the same time. When, therefore, 
prices have gone up, it means tho value of things has gone up hut 
the value of money lias gone down. Thus there oan bo a general 
rise in prices hut not in values. 

5. Wealth. There has been a good deal of difference of opinion 
as to what constitutes wealth and what does not. Wiien Economics 
was defined a3 a Science of Wealth, it was considered imperative to 
settle tho matter of the definition of wealth itself. Fortunately 
there is now a general agreement about tho nature of this fundamental 
concept. Whenever tho word “wealth” comes to our mind, wo at 
once think of cash, lands, buildings, machinery, furniture, mortgage 
rights, government securities, stocks and 'shares and so on. 
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Now if we attempt to tienern1t«e the nature of thr'v commo- 
dities ”, we shall find tie t they are all the object* ofLuman dvw. 
Thov are wanted became they can satisfy human wants, <tm ctl.v nr 
indirectly, /n sho*t, they possess utility. We can, therefore, fix on 
one attribute which the things muW posers before we shall Sino to 
put them under thr label “wealth 

But thinking further oicr the uniter, eve shall notice that tV- 
mere possession of atility in not a conclusive test to entitle a t.iing 
to bo included m the category of wealth. Air po«*w«e-. immense 
utility : it is even indispensable for human life But is it wealth? 
Does nnj body pay anything for it? No. It i* not wealth. Wc 
can thins of a host of similar “ commodities ", ran«hin«, sand on 
shore of the Arabian Sea, water coming out of natural sprint:*' etc. 
They are not wealth, because they are unlimited in quantity. There- 
fore limitation or scarcity is another essential attribute oj wealth. 


f 

One more attribute is nl=o neces-ary, viz, transfi rabili'y. We 
want to possess such things, oilier who they will not command any 
prite. Possession is impossible without transferability. Unk-s a 
thing can be passed on m exchange, it cannot he wealth to the 
owner. It is not bodily transfer that is necessary, mere trari'-fer of 
ownership is enough. 


To sum up, there arc three rs^nlial attributes of wealth : (J) utility ; 
(2) scanty or limitation in supply ; and (31 transferability. 

Some other qualities arc nl“o suggested, r.g., that wealth should 
be susceptible of accumulation. Bur this is not always po-ribk, for, 
as wc shall sec presently, “ services ” ore included under wealth and 
they are not- susceptible of collection. 

Another requisite suggested is tlmt it should be the result of 
labour or it should invoice some sacrifice in it*, acquisition This 
also does not accord with the facta : diamonds did not entail any 
great sacrifice on the part of one who first came by them ; at any 
rate their value is out of all proportion to the labour expended in 
obtaining them. Take the case of land. It is not man-made; it is 
a free gift of nature ; it did not cost much labour for this original 
occupant. But all such things are regarded ns wealth in spite of the 
fact that no appreciable amount of labour was expended on them. 
Therefore the three attributes mentioned above arc enough to settle 
whether a thing is wealth or not. 


Wealth as defined above is synonymous with economic goods 
because they possess utility, are limited and transferable. In the 
words of J. N. Keynes “ wealth consists of all potentially exchange- 
able means of satisfying human needs ” Anything xchieh possesses 
value in exchange (in short value) is wealth. 


. Bet us emphasise again one point. Wealth is a relative term. It 
is the attitude of man which makes things wealth. Human factor is 
responsible in converting things which were not wealth into those 
which are wealth. There are several things for which human beings 
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had discovered no use. They were free goods arid not wealth. 

• Several by-products of industry were thrown away as rubbish. Only 
recently in India molasses accumulated in the sugar factories to such 
an extent that they were ‘even willing to pay something, to those 
who would rid them of this- nuisance. Setting up of distilleries 
' changed them into wealth. Kalidas’s dramas are no wealth to the 
barbarian. What is and what is not wealth depends on the human 
attitude towards the good or service concerned. 

Wealth as understood in this sense includes all material and non- 
material objects and rights and benefits arising from their use, as 
well as all hinds, of services provided they have exchange-value. 
This definition of wealth exoludes highly commendable things liko 
love, friendship and character, simply because they cannot be bought 
and sold. . \ 

Let us now apply these tests to certain classes of goods and see 
if we can regard them as wealth. Once again we must begin with a 
caution;-. We cannot dogmatically lay down that this is wealth and 
this is not. It is our own.point of view and mental attitude that 
includes certain commodities in the category of wealth and excludes 
others. A thing may be wealth under certain conditions, in a certain 
place or at a certain time, • and not wealth under entirely different 
set of conditions, e. g., air ; is not wealth ordinarily, but becomes 
wealth in underground apartments, where money has to ho spent in 
making provision for it. Now think of the following ' 

. Personal Qualities.— A. surgeon’s skill, a lawyer’s debating talent, 
a person’s intelligence and ability — are they wealth ? These personal 
attainments are a source of wealth. We pay the surgeon for his 
skill. He has probably spent a lot of money and labour in acquir- 
ing it. But these personal qualities are - not regarded as wealth. 
They are not transferable and hence not exchangeable. When we. 
pay the surgeon we do not buy his skill but simply his service. .His 
skill is inseparable from his person. Wealth docs not consist of what 
a man is, but what ho has, something external to himself.- But such 
qualities of skill havo been called personal wealth by courtesy. 

. Personal Services. —The services of the doctor,' lawyer, teacher, 
domestic servant,' etc., are they wealth 1 Yes, they . are. These 
services may not result in the production, of anything ..material and 
tangible, yet they satisfy the three tests laid down above. They can 
satisfy human wants and thus possess utility; they are scarce and 
exchangeable. They are rendered in exchange for money. A claim 
on a personal service can be acquired by means of money. , . 

Money .— .But what about money itself ? . It is said, in a modern 
community, it simply acts as . a medium of exchange. Its .value 
consists -merely in this that it helps you to buy a commodity or a 
service. It has no value of its own. , Now, this idea is wrong. 
Metallic money can be easily regarded as wealth, it has got. intrinsic 
value, is scarce and exchangeable. But even paper money is wealth. 
It ombodios purchasing power , and just represents a collection of 
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commodities and sen ices which the po«cs=or of money cm buy. 
Money lias undoubtedly value in exchange. a matter o. fact 
that * 1*1 its primary function. It is really surprising that any doubt 
whatsoever should lmve been ci*i on its being wealth. Money lubn* 
cates the productive machine and adds to tho community s wealth. 

Good-tall .- Obviously intangible, hut it is certainly wealth. It 
commands a price in the market. A linn which hft* laboured hard, 
made sacrifices and built up its reputation, can certainly count upon 
changing this reputation into money m the event of the transfer of 
the business to somebody else. 

Documents of Title.— Than is a large variety ol documents which 
aro regarded as wealth by their owner 2 , c.g., cheques, bills of ex- 
change, promissory notes, bill 0 of lading, Government bonds or 
guilt-edged securities, stock and share certificates, insurance policies, 
mortgage deeds relating to land and buildings or other property 
rights. All these possess money value although in the case of 
insurance polities the money value i« equal to it-, surrender value at 
the tune. But they aie nitre scraps of paper and arc not wealth in 
themselves. They are evidence*- or merely certificates ns to the 
ownership of wealth. They represent wealth lying somewhere to 
which the holders of the a documents have a claim. They have been, 
therefore, called representative rocalth. 

6. Wealth Qassified. Attempts have been made to classify 
wealth. A common classification is given below : — 

Individual or Private Wealth — The wealth of an individual, 
which has been called private wealth, consists of his material posses- 
sions like cash, land, buildings, furniture, etc., and other personal 
effects, titles to property, stocks, shares, government securities, 
patents and copyrights ns well ns intangible types like the good-will 
of his business, based on his reputation in the profession His 
personal qualities, however, are excluded. His debts aro deducted 
from his total wealth. 

Social or Communal Wealth . — Under this category wc shall put 
those forms of wealth which aro not exclusively owned by indivi- 
duals, hut are the common property of all and can be shared by all. 
Examples of this type of wealth are : Public parks, public libraries, 
public buildings, government land or forests, roads, railway a, govern- 
ment factories, and other property owned by the government, 
Central, provincial or local. These things arc owned bv the com- 
munity collectively. 

This type of wealth is increasing in volumo and importance in 
modern times. The trend towards socialism which is noticeable in 
all countries is bound to result in the increase in this form of wealth. 

Isalional Wealth. It is tho sum total of all the wealth owned 
by citizens of the country. It is the aggregate of the economic 
goods possessed by them. While computing tho total national 
wealth of the country, however, we should include not only the ** 
wealth owned privately by individual citizens but also social or ‘com- 
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munal wealth owned collectively by the community, Debts duo from 
one citizen to another will bo, of course, ignored and so will be the 
patents and copyrights of the individual, for tboir lapso or destruc- 
tion makes no difference to the community at large, though it will 

diminish the wealth of the individual concerned. 

{ 

But National Wealth can also be defined broadly. In a wider 
sense many other things which may be considered national assets 
are included in the category of national wealth, such as mountains, 
rivers, jiealthy climate, good government, resourceful and energetic 
character of its citizens, Tii thiB sense the Himalayas, the Qanga 
and other such gifts of God can be included in our national wealth. 
Cosmopolitan wealth is the wealth of the whole world. 

Negative Wealth . — Obviously negative wealth implies an obli- 
gation which .must he offset against positive wealth. A debt is nega- 
tive wealth to the debtor but positive wealth to the creditor. The 
patent or copyright is a positive wealth to tho holder but 'negative 
to tho people who caro to respect these rights and refrain from using 
them. Similarly, government loans are negative woalth to tho com- 
munity as a whole, but positive to those who have to recoivoUho pay- 
ments. Somo animals, besides being dangerous, do a lot of damago 
and may bo considered as negative wealth. Rabbits in Australia 
at one time were in that position. Sind Government offered special 
facilities for tho killing of -pigs. 

7. Capital Wealth and Income Wealth. A distinction is some- 
times drawn botwcon capital wealth and income wealth. The former 
is a fund or stock, while tho latter is a flow. Capita] wealth is 
supposed to bo something fixed or static. It is used in produc- 
tion. This use yields a flow of income which may he considered as 
dynamio. A person having property worth Rs. 5 lakhs gets thoro- 
fiom an* annual income of Rs. -25,000. Tho property is capital 
wealth and what it yields is income wealth, or juBt capital and 
income, respectively. 

' 8. Wealth and Welfare. One finds a continual but useless 
controversy going on among economists concerning woalth on one 
side and welfare on the other. We havo seen that Economics makes 
wealth the centre of its study and not welfare. But it will , be 
wrong to charge Economics with concentrating on selfishness and 
call it. a dismal science. It is declared by economists that wealth 
i-s studied not for its own sake, but because it promotes human welfare. 
Wealth is the means aud welfare tho end. 

It is now recognised that man’s activities - are not motivated by 
self-interest alone. “Economic man” an abstraction embodying self- 
interSBt is not the subject of economic study but real man, a creature 
of natural impulses, good and bad, and actuated by a variety of 
motives, fair and foul, and swayed by ideals, both noble and ignoble. 
Everybody seems to be after the monoy. But that does not neces- 
sarily make him a bad specimen of humanity moved solely by merce- 
nary motives. 'Money is not wanted for its own sake, but for the sake 
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0 ill buy. What will make a man good 
>f money, but the way in which money 
the economist studies wealth, welfare is 
ae foicfront. 

Welfare is the real and the ultimate aim though immediately 
the attention is focussed on wealth. Economics, therefore, need not 
incur any obloquy for studying wealth. ' "> 

Wealth is studied simply and solely because in this world of 
onrs wealth is the only convenient measure of the strength , or intensity 
of human motives. Other motives like love, friendship, family afiec- 
tion, charity, etc., too, exert their influence. But the fact is that 
the steadiest and the most important motive behind economic 
activity is the desire to get a money income. 

It is possible to conceive of a world where this motive is elimi- 
nated, where new values have been substituted for the old and 
where social service is given a greater recognition than wealth. Some 
badge or symbol, say a title like Rai Sahib, Khan Sahib, or Saidar 
Sahib in different gradations takes the place of money. In tbat caso 
Economics will take no notice of money. The science of Economics 
will still be there although wealth in its conventional form will have 
ceased to exist. It is, therefore, merely an accident of this ago, 
where wealth undeniably hnppens to play an important part, that 
Economics and wealth arc connected, otherwise the aim of economic 
study is human welfaro. 

There is another reason why Economics studies wealth rather than 
welfare. Notions of welfare vary from individual to individuah Every- 
body seems to have his own conception of what welfare consists in. 
Some would have us promote physical well-being, others moral uplift 
or still others spiritual well-being. Some see the emancipation of 
mankind in intellectual perfection. Moreover, ideas of welfare have 
varied from age to age and from country to country. No scientific 
treatise can obviously he built up on such an ephemeral, shifting 
and varied notion. Rather than catch this will o’ the wisp, 
Economics builds itself upon a solid foundation, of wealth, about the 
nature of which thero is almost a complete unanimity. 

There is in some cases a , divergence between wealth and welfare. 
Air and sunshine which are iudrspeneable for life, and so for human 
welfare, are not regarded as wealth at all. Again joy, love, friend- 
ship, health culture, etc., which are of immense value in life and 
make it worth Irvine, stand outside the pale of wealth. Those 
things, therefore, which are highly conducive to human well-being -fn\d 
no place in wealth , from which it may be concluded that wealth 
ignores welfare. 

Look at the other side. Several things included in wealth, not 
only do not contribute to our material well-being but are, on the contrary-, 
detrimental to it. Naicotic drugs, pernicious books and several other 
evil things and services which are regarded -as wealth by tho 
economist must seriously and , adversely affect our welfare. They 
pull man down rather than lift him up in any, respect. r , 


of commodities and services it 
or bad is not the acquisition 
spent. When, therefore, 


is 


not fnreotten : it is kept in t 
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Further, a wealthy society is not necessarily a high society in the 
real sense of the word. Bather an those 1 days of stark materialism 
Iho rich class seems to monopolise all the depravity ono finds in the 
whole society. Wealth corrupts, misleads and poisons the human 
soul. All morality and scruples are thrown to the winds. The rich 
seem to have lost their moral bearings. There are people who 
v seriously believe that it is easier for a, camel to pass through the eye 
.of a needle than For a rich man to enter lleavon. Wealth is a good 
servant but a bad master.* Wisdom and humanity are needed to 
control it. In their absence, thb man of wealth runs amok, literally 
and metaphorically, and one exclaims that there can bo no earthly 
connection between wealth and welfare. , They are poles apart. 

But this is not so. We have perhaps painted wealth in rather 
unduly dark colours. Where we have mentioned its corrupting 
influences, we must also recognise its potentiality for doing good. 

, All depends 'on the way it is used. A man of wealth can undoubtedly 
help himself and his family in maintaining a good standard of living 
and thus promote his material welfare. He can have a healthy, 
honest and self-respecting life. Ho can give good education to his 
children and set them on the path both of virtue and material pros- 
perity. But what is even more important he can help his less forfcu- 
px nate fellowmon, relieve their misery and make them forget the sting 
' «- of squalor and poverty. Mon like Sir Ganga Ram in the Punjab 
made money with all possible zest and then put it to the service 
of humanity. Only a rich man can help himself and help others. 
Who can deny that ivealth has great potentiality for promoting wel- 
fare ? t 

The statesman actively believes in the potency of wealth for 
good. He sees to it, that no stigma attaches to it while wealth is 
being produced. The greed of the factory owner is curbed by the 
stringent factory legislation, which ensures healthy surroundings to 
those who are engaged in production. 

■ In modern times emphasis has been shifted from production to 
distribution, for it is believed that it is not merely on total wealth that 
- the welfare of the community depends but on its equitable distribu- 
tion. All the post-war economic plans in India and olsewhoro have 
i laid a due emphasis on the proper distribution of wealth in tho com- 
/) munity. Minimum wage systems have been instituted, laws havo 
been passed against usury, attempts havo been made to limit profits 
all with a view to ensuring that wealth is made to yield the highest 
possible dividends in the form of human welfare. Just see tho 
, modem tendencies in public finance — steeply progressive taxation 
of the rich and provision of greater and greater amenities for tho 
poor in the form of better medical-aid, better education, hotter roads 
and other means of social good, e.g., public parks, museums, libraries, 
etc. All such attempts are an open recognition of the fact that 
wealth is a powerful, and according to some, the only effective 
instrument of promoting - human welfare. The relation between 
wealth and welfare is o&e of the closest. 
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CHAPTER III 

CONSUMPTION 

1. What is Consumption ? In the department of consumption 
•we discuss how the limited resources of the community are utilised 
for the satisfaction of the unlimited number of human wants or 
how the community adjusts its resources to its requirements. This 
seems to be the most" important' economic problem. In the words of 
Ely, “ consumption in its broadest sense , means the use of economic , 
goods and pcs mal services in the satisfaction of human wants.” A 
person who uses a commodity or makes use of a service is said to 
consume wealth. 

Just as man cannot create matter and can only give it utility by 
changing its form, in the same manner man cannot consume matter. 
He can simply derange it by using up its utility. Consumption has. 
therefore, been also defined > as destruction of utilities . The des- 
truction may be immediate and instantaneous, as in the case of the 
meal that you take or' the water that you drink ; or destruction 
may be gradual and may be spread over months or even years, as in 
the case of durable commodities like furniture, houses, bicycles, 
motor cars, etc. * 

But it needs emphasising that consumption does not consist in 
mere destruction as , such . The house may catch fire, the tea-set 
thrown down from the table, the master angry with the servant, 
may throw the meal at bis face. The things are destroyed all right 
but no satisfaction has been rendered. Such acts will not come 
under consumption, for consumption means getting satisfaction by 
use. 1 

Also, it is not necessary that the value or utility of the article 
must be destroyed or diminished by use..., It is supposed that 
Persian’ carpets and diamonds improve by use. But even in these 
cases they are surely, thpugh slowly, very slowly, indeed, moving 
towards their end. 

Consumption is sometimes classified as productive consumption . 
and unproductive consumption. When I use paper to write a letter, 
it is a case of unproductive consumption, but when the publisher 
of a book uses it, it is productive consumption. The use of producer’s 
goods is productive consumption' and that of the consumer’s goods 
is considered to be unproductive consumption. But in a real and 
broader sense the use of consumer’s goods is highly productive, for 
without their use work of production cannot go on. 

2. Importance of Consumption. For a long time the econo- 
mist’s attention was focussed mainly on production of wealth. But 
now consumption has received its due recognition, and is attached 
a great importance. It is now clearly realised and duly emphasised 

<v _ 
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that it is consumption which guv's production an antiJ 1 4 

Desire to consume things is tlm mnmspnng of all economic aotiv ltj . , 
«« Sluggish consumers sluggBh business," h the maxim. It « tll0 l 
consumers who issue a directive, ns it were, for the production of 
some articles and the cessation of production of othwfe. V\o shall 
discuss the theorv of the sovereignty of the consumer a little later. 
We may mention here that the volume and direction of productive 
activity is determined by the consumers’ desires for goods and 


services. 

1 Standard of living in a community is indicated by tuo nature 
of consumption obtaining there i The uholc>omenc'-s or otherwise 
of consumption will determine productive efficiency. Unpl timed 
or unwise consumption is the greatest cause of inefficiency of in 
dustrial workers in certain countries Wasting money on drink, 
unbalanced diet, extravagant expenditure on social ceremonies and 
too little on education and health are responsible, in no “mail 
measure, for the comparative inefficiency of Indian workers. 
Prudent consumption is as much our need ns efficient production 
and equitable distribution. A fair distribution of wealth without 
consumption being set on tha right lines will defeat its very purpose. 

3. Wants, Needs, Desires and Demands. Before we take up 
the analysis of human wants and study the law3 governing their 
satisfaction, it is necessary to distinguish clearly between the 
words “ v?ant,” “ need,” “ desire,” and “ demand.” 


“ Wants” are physiological. A man feels hungry or thirsty and 
he wants unSeST or a glass of water. Ho experiences what 
is opposite of satisfaction. Wants relate to our primitive nature mid 
we have them in common with animals. , 

“Need” implies not what the person concerned feels the absence 
of but what is determined by an outsider, from an objective point of 
view. Wo say the boy needs exercise t-o tone up his health, even if 

ho does not feel about it. Wa nt is what hcjfeelsjjaeed is what we 

decide. to bo useful and n ecessary for~~him • it is externally deter- 
mined. ~ ( ~ — 

“ Desire” is more psy chol ogical t han ^phsiological, just as the 
want isTouTTl'cloes not refer to our primitive nature. Instinct 
plays less part in determining what we desire, whereas wants are 
more or less instinctive. We desire fame ; power, influence, and not 
merely food and drink. Desire is related to an object, which you! 
wish to realise. When “want” indicates a particular commodity og 
service as ks object, it may be called desire. Want is somewhat! 
vague, ‘desire’ acquires definiteness. 


“Demand” is different from desire. “Want” or “desire” is a mere 
craving or longing. It indicates an expectation of satisfaction and 
not satisfaction actually realised, as in the case of utility, f Por the 
satisfaction of desire an effort is needed. When the person who’ 
desires has decided to make the necessary sacrifice to obtain the ohient 
ff desires, it becomes demand. beggar may desire to ride a Rolls 
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Boyce or to live in a palace. Money i9 needed to translate these 
' desires into reality. A miser also may want these things, but has 
not the heart to spend the money. The former lacks the ability 
and the latter the willingness to pay money and in both eases, the 
desire remains an idle dream. When desire is backed by willingness 
a nd ability to pay, i t becomes demand or effective demand . 

One may want a motor car, but if he is actually trying to get a 
bicycle, that is what will matter. When we said that consumers 
direct economic activity, we meant to say that it is not the consum- 
ers’ desires that do it, but their demand. Nobody is going to take 
notice of a beggar’s or a miser's desire. Economic goods are meant 
not for those who desire things, but for those who' command "the 
means jor obtaining them and are willin g to p art with those means. 

Origin of Wants. , How^cfo the'-- wants arise ? In' 
the first place, in common with animals, we have our elementary 
wants to satisfy. We must have a minimum amount of 
food an'd clothing and a certain type of shelter against the inclemen- 
cies of weather. Without these things, it will be impossible to 
preserve and perpetuate human race. These are the bare physio- 
logical needs which demand urgent fulfilment. Craving for food 
and drink, desire for a minimum cover for the body and the need 
for shelter against heat arid cold are our natural needs. 

Secondly, ‘wants arise, not Jsecause-we-havo-to—meet the needs 
of ourTaocty, but of the" spirit. , Man will not be man if he would 
rest contcntywith' fulfilment of the bare necessaries of life. As- 
scSon as he is'supplied the minimum necessaries of life, he begins 
craving for better things. Element of ostentatio n "enters into his 
warits. He wants to show off. He wanfeTto make a display of his 
superiority. In order to distinguish himself from the common mul- 
titude, he must have ostentatious dining arrangement, a showy 
dress and an attractive house. Desire for show starts an endless 
series of wants. 

Thirdly, aesthetic tastes and altruistic motives constitute an- 
other spring for~f!uf~rise of human wants. A man must satisfy 
his sense of beauty and desire for refinement. He must also 
desire certain things^' though not for himself but for the 
benefit of his fellow beings. These are his cravings as' a' moral 
being. 

Finally, there are want3 felt not as. individuals but as a group. 

In the above three cases, wants are felt by man as all individual T 
But man is a social animal. He will certainly want certain things 
to maintain his status in his group. These are called conventional 
needs. As a member of society man is expected to dress himself 
in a certain manner, to live in a certain quarter and to meet other 
social .obligations. Many of the human wants can be traced to this 1 
cause. 

* * v 

5. Characteristics of Want*. “The' life-history of a normal 
huma n being is the rec ord of a cQatinnous sense of ' mca mpr elenss s.**' 
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Wc arc always wanting one thmg or another. It i° a race KWMjj* 
Wr nni>A.no Wo arc never completely contented. It m tno 
pursuit of a mirage S'omo people see in tM " rfin’t ' d,^nnUnt 
the root cau»o of all human progress awl tometfnne "Inch wive 
Providence has ordained, so that sprint's; of human joy and 
enthusiasm may not get dried up. “ , 

pays Ste vens on.' Human wants constitute one of the basic facts of 

ccOTonuTTfe. A careful analysts of wants reveals pome very 


important characteristics , 

(,’) iranfs are unUmilrd hi JitnnW. Human wants arc innumer- 
able A savage has onlv a few wants A civilirtd pi son can never 
hope to complete a list of all his wants. A few of our wants lie 
in our conscious mind, hut the great majority are to be found In our. 
sub-conscious mind lying in layers, as it were, one below tho otfmr. 
When the top layer of wants is finished, the wants next in urgency 
take their place and this continues interminably, so that we never 
can possibly hope to reach the < ml of onr wants. Wo arc notv in a 
much bettor position to sati-fy our wants than onr primitive ances- 
tors. But wants, too, have multiplied. When we pitisfy any of 
our wants, the satisfaction is transient and another want crops 
up and takes its place. Familiarity blunts the edge of our recurring 
wants and our mind turns to newer and newer wants. 


We have already noticed that multiplicity of wants in relation to 
scarcity of means is responsible for the existence of all our economic 


problems. 


(it) Satiabknc-Vi of a Particular Want. Although all wants put 
togother can never he satisfied in their entirety, yet the (.stisfootion 
of each particular want is within the range of possibility, assuming 
that tlio would-be consumer has the means to pay for the commodity 
or service that lie wants Even here we can think of certain wants 
which can never ho completely satisfied. Desire for ideal health, 
fame and spiritual salvation must remnin in the realm of dream- 
land. The satiable characteristic of humnn wants lies at the 
basis of the Law of Diminishing Marginal Utility. Because each 
want is satiable, the satisfaction that wo derive goes on diminish- 
ing progressively as consumption proceeds 


This has been named the First Law of Gossen, after a German 
writer of that name who stated it thus : "The amount of one nnd the 
/same satisfaction declines, as wc proceed with that satisfaction, 
until satiety is reached”. The importanco of this Law does not 
lie fn the satisfaction of a particular want as in the fact that when 
one want is satisfied, other waut3 claim our attention. 


{in', Wants arc Complementary. This means that the satisfac- 
tion of a particular want does not stand isolated. To satisfy one 
want fully, wo want several things togother. Horse and carriage, 
eye-glass and the frame, fountain pen and ink, etc., aro wanted 
together. As a, matter of fact, it is very soldom that Ihoro is n 
demand for an isolated object. Everything is wanted ns a part ol 
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system of demands. IFe want things in group. Wants are mutual- 
ly related. This characteristic of wants haB an important bearing 
on the theory, of interrelated values. If demand for one thing 
increases, it leads to a corresponding increase in the demand for 
other things, which belong to. the same group. 

(iv) Wants are Competitive. This fact arises from the scarcity 
of means in relation to wants. Our wants are unlimited but the means 
at our disposal for their satisfaction are limited- We are compelled 
therefore to choose. There is a large variety of wants that we experi- 
ence. We cannot satisfy them all. They compete against one another 
to . secure our choice. There is thus going on, every minute, an ever- 
recurring conflict and competition between several things that we 
can do. Wo can go to a coffee house, a cinema show, a sports 
meet, or witness a wrestling match between wrestlers of repute, 
or buy a necessary book. There is quito a large number of alter- 
natives before us to choose from at any given time. There are 
conflicting claims on our purse, time and energy, the fund of each 
of which is strictly limited., There is, therefore, a regular competi- 
tion between our wauts. This . gives rise to a law known as the 
Law of Substitution which we shall discuss later. 

(«) Some Wants are Alternative. This is the case when for the 
satisfaction of a particular want different alternatives are open to us. 
We want a drink, we can have tea, coffee or cocoa or if it is summer,, 
wo. can- have sjiarbat, lassi. soda, \omon squash, orange squash, efco. 

, ' These arc so many substitutes. But not many alternatives are 
■ acceptable when we want to satisfy our elementary needs of 
.hunger and thirst, because wo are used to satisfying them in a 
particular mariner. In the higher ranges of wants, however, there is 
mueb greater diversity of choice. > 

<•- These characteristic wants may be distinguished from that men- 
tioned, above, viz., that wants arc competitive. In that case there 
iB a choice between, the wants themselves. We have to ohooso, 

■ whioh want to satisfy. But once we have selected a want different 
alternatives are open to us for the satisfaction of that particular 
want. Therefore wants are both competitive and alternative. . 

(m) Wallis Recur. In several cases the satisfaction of a want 
does not finish'vTfor good; It recurs sometimes regularly, so that 
we have to satisfy it again in the future. I Repeated satisfaction , 
changes it into habit and it is . in this way that our standard of 
living -is evolved and built up] As man goes up from savagery, to 
civilisation, the number 'of recurring wants goes on multiplying and 
ho,lias continuously, to work for' the maintenance of the .standard of 
living to which he has become accustomed. T his has .an important 
- b earing on the determinati on of wages as we shall see. ; , 

Recurring wants have inelastic demand. 

, (vii) .The Unconscious Wants, The wants may be conscious or 
unconscious. ’ We are not conscioris of all our wants. ' All wants are 
not felt by us. .Some wants are dormant and lie in the unconscious 
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summer and a heater in winter or thickly cushioned chairs or beds 
or keeping a number of servants. No doubt these things, too, 
add to personal efficiency, but _ not _jn proportion .to the expendi- 
ture incurredl A continuously comfortable life makes people “soft”, 
lowers vitality, makes r them less fit to face the rigours of life, renders 
them more susceptible to illness even. on a slight departure from their 
accustomed mode of living. 

(c) “ Luxuries ” may either refer to harmful consumption or 
simply to one’s living beyond one’B means although the com- 
modities that he ■ is using may not only be not harmful but 
positively beneficial. Ely defines luxury as excessive personal con- 
sumption. •“ Luxury in its ordinary sense means”, he says, “ any- 
thing that satisfies a superfluous want.’ ’ 

A Defence of Luxuries7~^L\ixu ry in our minds is associated' with 
bad consumption. But there are people who support the use of luxu- 
ries. It is said that luxuries are a provision against the rainy 
day, e.g., ornaments and jewellery will stand in good stead at 
the time of adversity. 

Farther, desire for the enjoyment of luxuries applies a strong 
spur to human activities and people work harder and better ; it 
is an, incentive to economic progress. 

' ' It is pointed out that use of luxury articles improves one’B 
taste, makes one refined and cultured and lends colour to life, 
making it richer [and fuller. It is, therefore, - suggested that 
every one, even the worker, should have at least some luxury in his 
scale of consumption. , 

Luxuries are also advocated for their educational influence on 
one’s character. They are justified sometimes on 'the ground that 
everybody has got the right to use his income in any manner 
he likes. , 

• It is contended that expenditure on luxuries by the rich 
provides employment for the workers. But this is not a sound 
argument. "A man may have a right to use his income as he 
likes, but he cannot escape social disapproval for anti-social and 
morally bad behaviour. As for creating work, it may be pointed 
out that the same expenditure may be made to provide more work, 
better work and also benefit the society. Instead of building a 
. luxurious palace, if one builds „a factory, permanent employment 
will be created and -goods produced will benefit the society at 
large. 

On the whole, expenditure on luxuries is not commendable. 

But “ luxuries”, “ necessaries” and “ comforts ” are relative 
terras. They are relative to place, time or person. No pucca label 
can be put on a commodity or brand it as luxury or necessary. 
The , same thing may be luxury for one person and necessary 
for another. A motor car is a‘ luxury to a Rais living in a place of 
short distances, especially if he is not pursuing .any ostensible 
vocation and . is simply living on his wealth. But to a doctor, to 
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a busy professional man, to a minister or a high official, car is a - 
necessity. Examples can easily bo multiplied. 

7. Standard of Living. Necessaries, comforts and luxuries, 
to the use of which one may bo accustomed, go to make up ones 
standard of living. 'This standnrd is tho outcome of varied lnuuencos. 

Wc partly inherit our standard of living from our parents and then 
we shapo it according to our own tastes, education, experience, ^ 
social environments and our instinct of imitation and cancellation. • 
It is gradually, almost imperceptibly, built up and can also be only 
gradually modified or lowered. That is why any diminution in one's 
income is likely to cause a lot of privation and hardship. Wc 
have all experienced this hardship during the war, whon our 
standard of living has received a frontal attack. It is not easy to 
be adaptable in these matters. 

The standard of living in a country depends on tho variety and 
volume of production. It cannot be maintained on foreign loans or 
foreign charity. Our own production will form the basis of our 
living as Benham remarks : “ Manna no longer falls from Heaven.” 

_ We may mention four conditions on which the standard of living 
depends : — 

(1) No economio resources, which arc willing to work, must 

stand idle ; , 

(2) The availablo economic resources must be set to work to . 
produce in the greatest quantities those products which consumers 
most desire ; 

(3) The income of tho community must be distributed among 
individuals in such a way that the greatest possiblo satisfaction is 
obtained from the limited national income. 

(4) Tho standard of living will not be the highest possible 
unless a proper balance between work and leisure is maintained and 
unless the total population and tho total stock of capital are forth* 
coming in the most appropriate amounts. 

Standard of living is sometimes distinguished from standard of 
life and scale of living. Standard of living refers to food, clothing, 
housing accommodation, etc., to which a person is accustomed and 
standard of life refers to hie ideals in' life. An Indian mystic may 
have a low standard of living, but a high standard of life. Stan- 
dard of living tells us about the things that one would like to have 
but the scale of living whatrhe actually possesses. 

y 8. _ Engel’s Law of Consumption. Before wo conclude this 
discussion, it may not be out of place to refer to a law called tho 
Engel’s Law of Consumption which is based on a study of the 
standard of living or the family budgets of a number of families. 
Earnest .Engel was the head of the Prussian Statistical Bureau 
and bj’ a systematic study of family budgets, he camoto tho follow- 
ing broad conclusions as to the manner in which a family distributes 
its income over the various items’ included in its standard of 
living : — 
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(I) As income increases the percentage expenditure on food and 
other necessaries of- life’ decreases and vice versa. 

, (2) The percentage expenditure on luxuries and on other cul- 

tural and recreational wants increases .with an increase in income 
and decreases vdian income decreases. It almost vanishes in the 
case of low incomes. , 

i (3) As for lodging or rent, fuel and light percentage expendi- 
ture is invariably the same for all incomes. 

(4) Whatever the income, percentage outlay on clothing is 
practically the same. ■■■ 

■ It is to ( be' carefully noticed that it is the percentage expendi- 
ture, and not total expenditure, which increases or decreases, : As a 
person’s income increases from Rs. 100 p.m. to Rs. 500 p.m. his 
expenditure on food increases, say, from Rs. 50 to Rs. 125, but the 
percentage expenditure decreases from 50 to .25, 

’, ‘In pur own country intensive inquiries liave been : made into 
family • expenditure. Harold Mann made some inquiries in the 
Deccan, arid the .Punjab Board of Economic Inquiry also has made 
extensive inquiries of this nature. All such inquiries have borne out 
the truth of the rules discussed by Engel in about the middle of the 
last century. . , ■ 
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Law of Diminishing Utility 

1. Introduction. Wo have studied the meaning of tho term 
utilitf' m Chapter II. Utility means want-satisfying quality of 
a commodity. We hare also scon that utility is subjective and 
varies from individual to individual. Utility is not tho same thing 
as satisfaction, nor is the term Utility synonymous with usefulness. 
It has no ethical significance. We shall now study a very- 
important law in consumption that governs utility, viz,, Law of 
Diminishing Marginal Utility. 

2. The Law of Diminishing Marginal 1 Utility. When we dis- 
cussed the stability of a particular want, we noticed a law called 
the First Law of Gossen. This law has now been refined and elabo- 
rated and appears as tho Law of Diminishing Marginal Utility. 

The law refers to common experience of every consumer. 
Suppose a person starts eating apples one aftor tho other. Tho 
first gives him great pleasure. By tho time lie starts taking tho 
second one tho edgo of his appetite has been blunted, and the 
second apple, meeting with a less urgent want, yields less satisfac- 
tion ; the satisfaction of the third will bo less than that of tho 
second, that of tho fourth less than that of the third, and so on. 
Tho satisfaction will go on decreasing with every- successive apple 
till it drops down to zoro and if he is forced to take more the satis- 
faction may become negative or utility may chango into disutility. 

The idea will bo clear from the following table : — 


1 

2 

3 

Units 

Total Utility : 

Marginal Utility • 

(Apples) 

Units of Satisfaction 

Units of Satisfaction 

1 

20 

20 ^ 

2 

38 

18 

3 

63 

15 ^ 

4 

64 

11 

5 

70 

6 ^ 

6 

70 

0 

7 

62 

—8 

8 

46 

—16 " 


N.B. These figures are merely illustrative representations of 
the amount of utility. Any other figures could betaken, provided 
variations in the amount of utility are similar as in the table given 
above. & 

When our hypothetical consumer goes on taking apples the 
extra satisfaction that he gets by the consumptionyif each successive 
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apple goes on decreasing till it goes down to zero at the 5th and 
then it becomes negative (see column 3). The total utility goes on 
increasing until tbe consumption of the 5th ; but, it is worth noting, 
it increases • at a diminishing rate. It is obvious, therefore, as. the 
consumption of a commodity proceeds, the succeeding units are hot 
so welcome: as the preceding ones. We do not want to have more 
of the commodity or, what comes to the same thing,' we want less :of 
it. In the words of Chapman, " The more we have of a thing th e 


less we want additional increments of it, or the more we wan t not to 
hav'e~ad ditional increments of it.’ ‘ Mar shall sumsup~the Law thus 

The additional benefit which a person- derives from a give n 


increase of his Hock of- a itw ng d iminishes imfli every increase ivTilie 

~stoclc~ilidi 'Tie filraadfiJiasU' 1 "W e~~m.ight~acId'l.lIat : witH overy Himinu- 

tion of his stock, the marginal utility will go on increasing. In other 
words, the utili ty varies inversely with the stook, although not 


.nece ssarily m the same proportion 

3. Diagramatic"T?epresentaffon. The following diagram illus- 
trates the Law of Diminishing Utility as applied to the consumption 
of apples (See the table given abov‘e),. v ' . 

From a point O, OX and GY are drawn, the former horizontal 
and the , latter vertical. These are known as the axis of X and the 
, axis of Y, respectively. Units of apples are measured along OX and 
units of utility along OY. Utility derived from the consumption of 
the first apple is represented by the rectangle, standing on the portion 
of the axis of X indicated by Figure 1. Similarly, the. utility of each 
successive unit consumed is represented by the rectangles as shown in 
. the diagram. These rectangles' y *• ■ 

get smaller and smaller,, as 
consumption of apples pro- 
ceeds.' The sixth apple yields 
. no utility. The seventh and 
. eighth yield negative utilities, 
as shown’ by rectangles below 
the axis of X. 

-The apples , are big units. 

If- a commodity is consumed 
\ in sufficiently small units, the 
, rectangles would become thin- 
ner and thinnqr, until you can 
' theoretically . assume that they 
become so thin ah to be repre- 
sented by just a line. Now, if 
: the tops of such lines, standing 
shoulder to shoulder, are join- 
’ ed together, we get .a curve, 
sloping from left to right, as 
shown in fig. 2. We may 
, substitute any commodity for 
apples to make the law. of 
general application. ' 


>3 " 
•I IS 

4 $ u r 

Q to 


$2 v 


Units of 


» <• n atl 


•A.' 


Apples consumed 
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If from any point P on 
the curve, PM is drawn per- 
pendicular to OX, PM will bo 
the marginal utility of OM 
quantity consumed. If con- 
sumption is carried to OM', 
the marginal utility becomes 
negative, i.e., P'M'. When 
consumption is OZ, marginal 
utility is zero. 

We have assumed that 
* the law begins to operate after 
the first unit of consumption, 
as in our illustration of apples. 
But it is quite possible that 
up to a point marginal utility 
may rise. This can be re- 
to the right, and then falling. 


presented by tho curve first rising 
This is indicated by the dotted line. 

4. Assumptions and Limitations of the Law of Diminishing 
Utility. The Law of Diminishing Utility as enunciated above is 
based on certain assumptions and will not hold good m their 
absence. 


(f) It is assumed that thejmmmodity is_taken in sui tableland „ 
reasonable units.. If you begin taking water by the spoonfuls whon 
thirsty or if you want to judge the utility of morsels rather than tho 
full chapatis, then your thirst or hunger will be first stimulated rather 
than assuaged and tho utility may, at first, rise instead of falling. 
But, sooner or later, a point will be reaohed when utility will begin 
to diminish. 


(it) It is further assumed that the commodity is taken within a 
certain time, for otherwise if you take your meal at 10 a.m. and the 
next “at 2.0 p.m., there is no reason why the utility of the second 
meal may ho less. But in case another meal is offered to you within 
an hour of your having taken the first, tho law will apply and the 
utility of the second meal will be less. 

(Hi) Another assumption is that the character of the consumer 
does not change. More music one hears, more literature one reads, more 
wine a drunkard takes, more money a miser has, in each caso tho 
increase in commodity means increase in utility. This is so because 
the character of tho consumer has undergone a change. Ho is 
different from what he was nt the start so that tho commodity has a 
stronger appeal. More reading lifts a person to a higher plane and 
ho is abla to appreciate and enjoy literature better than he could 
before. That’s why it is said that the law does not apply to non- 
material satisfactions. 

(h) The income of the consumer should remain the same. Any 
change in income will falsify the law. A rise in a man’s income may 
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raise in his eyes the value of various plots in his big compound of 
which he could not make much use before on account of his limited 
means. The marginal utility of the inoome as a whole may increase 
with increase of income. 

(v) In the case o f rare collections, th e law will not hold. If a 
man is collecting ancient coins, the more he is able to collect greater 
will bo his satisfaction from the additions to his stock. 

(vi) There is another exception. The law says that the utility 
decreases when there is an increase in onr stock. But in some cases 
utility changes not because of a change in what we te%7TmTffom a*"' 
change m oth er p eople’s stock?’ "For" example? if I ‘have arrival fn the 
town collecting ancfenT coins' and somehow he loses his collection 
the utility of 'my collection automatically goes up. In the same 
manner utility to me of my telephone increases as the number of 
connections increases. The value of my land goes up without any 
change in its dimensions when a railway station has been built 
nearby. N 

(ini) The^ utility also depends on our other pos sessions. The 
carriage may~be "lying useless with us,~ but as soon as we are able to 
buy a horse, its utility at once goes ’up. ' 

( viii ) Utility also depends on the chango pf fashion. The utility 
of my dress goes up 'whela'tliaf' dress comes in fashion. If, on the 
other hand, it goes out of fashion, utility goes down, in spite of the 
fact that there 'has been no increase in my stock. 

T he L aw of Diminisbing.Utility, like other econom ic law s, ' is a 
s tatement o f .artendency. that "tEe~utiIi ty isli koly 

toUearcase but whether it actually decreases or not will de pend upon' 
somay) circumstan ced lOiSedcandi tibni' are no£~f a Hilled ? tire l&w 
do es not ap plv.a a in so many exceptional cases mentioned above. ~ 

5. The Law is Independent of Quality. It is well to remember 
that the Law of Diminishing Utility does not operate because the 
successive units of the commodity are* inferior. It has nothing to 
do with the quality of the units, £ although it is understandable that 
if a unit ie of inferior quality ipso facto its utility will go down. 
But the law enunciated above is far more . .fundamental and 
universal and is independent of ^gualityT. TjHie” apples may be all of 
uniform quality" and " exactfy interchangeable, still the additional 
utility will decrease as , consumption proceeds without any., 
defect in the apple itself. ,The units being of the Bame quality, 
it is wrong to say that each successive unit" has a different utility. 
Only the additional utility that we get by the consumption of an 
extra unit is different. A unit makes a smaller addition to our 
utility solely' because it happens to be consumed later. 

6. The Law is Independent of Choice. The additional' utility of 
each successive apple falls not because our eye is set on the 
glass of fruit juice on the table and that we would like to change 
over. The law will apply all the same eyen if there is nothing else 
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apples It is a psychological phenomenon. • We 
later, geE'Tea'up with' a commodity irrespective of 

— ic nnon t.n HO. I 1 . < - 


before us except apples, 
must, sooner or later, b — - . 

the fact whether any other choice mien t,n us. 


7 Some Other Implications of the Law. Transferred from 
the world of theory to that of fact, tbo law simply means that 
more urgent leant s-arcsal if fed first. As the stock increases, it will 
he " put to less and less urgent uses and the curtailment would 
mean the reversing of the process. Water will be first used for 
drinking, next for bathing and washing and then for sprinkling 
on the road. The supply will determine the actual use or uses. In 
the event of a decrease in the supply the least urgent uses will bo 
sacrificed first. Universality of such a proposition is self-evident. 


The law holds good in nil types of satisfaction whether good Or 
had. We do not assume rationality on the part , of the consumer. -Nor 
do we assume that' there is a rigidly ‘fixed order in which wants are 
arranged by all, although the order will roughly correspond within 
the same class of people. 

Also, utility of no commoditv in the world is. absolute and un- 
connected. “ir is* related to "the utility of other things. When the 
iTtnrtyof~a particular commodity falls with an increase in its stock, 
it falls relatively to the utilities of othor commodities. As more of 
our limited resources are expended on one thing, less will be spent 
on some other things. Therefore the utility of this particular thing 
will fall, whereas the utility of other things will go up. In the 
actual world, where we are concerned with that adjustment of means 
to ends, wo. me continuously comparing relative utilities of different - 
commodities and services, and how much wo decide to buy of one 
commodity will depend upon its price and the prices of possible 
substitutes. ' . 

8. Some Objections Against the Law. . It is objected that 
the whole discussion of' the law is unreal. In' the world of ' reality 
commodities are not consumed in successive units as the law 
assumes. When you are thirsty, you just take a glass of water and 
there is no occasion to watch the waning of utility. There are cer-. 
tain thingB which are- indivisible into units, c.g., a bicyclo, a 
house, a book, etc. Tbs objection can be met by pointing out that 
most of the consumable articles are purchased in suitable ' quanti- 
ties successively per week; per month or per year to conform with 
the periodical inflow of our own income. But the purchase of a 
house which is perhaps the first and the last may be conceived of 
as so much per month. (say Rs. 25 if it saves you that much rent). 
The marginal utilities of such durable goods ban be measured by our 
sense of los3 if they disappear. 

It is further said that the utility doctrine is based on un- 
sound psychological principles. But the fact is that the Law is 
■ based on experience rather than any abstract psychological 
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9. Marginal Utility. Where is the end or margin of a 
- man’s purchase 1 When a man is purchasing a commodity, he is 
consciously or unconsciously weighing in his mind the price he has 
to pay and >the utility of each unit. He will continue purchasing till T 
the utility equals the price. Take the following table : — 

t Apples Marginal utility Total utility 

, (units) «»«>•«$. (units) 


1 

2 

3 

4 

5 

6 
7 


10 

8 

6 

4 

- 2 

1 

0 


10 

18 

24 

28 

30 

31 
31 


Where will our consumer stop ? It depends upon the price. 
If the price is 4 as. per apple, then he will stop at the 4th, for there 
the utility will be equal to the price (marginal utility being re- 
presented in anna units). If the price is one anna per apple, he will 
go up to the 6th and if they are free, -then he will go on consuming 
till the additional utility comes down to zero. He will not go 
beyond this point because disutility will be the result. He stops ht> 
a point where the price and the utility are just ciual. This is called 
the marginal purchase and the extra utility obtained at this point is 
called the marginal utility. It is a point where we consider just 
worth our while to purchase for here the discomfort of parting with 
the money and the benefit derived from the purchase of the com- 
modity just balance. Marginal utility has also been dejined as the 
addition made to the total utility by the consumjdion of the last unit 
just' considered worth while. Thus if we buy 5 apples the 5th is the, 
marginal apple. But marginal utility ■ is not the utility 
of the 5th apple, because all the apples are alike ; but it means how 
much has been added to the previous total by the consumption of 
this particular apple.' 


In this case all the apples are taken to be of uniform quality. 
But if they are not, then the apple which we are just induced to buy, 
considering the price, is the apple of matginal quality When a thing 
can be put to a ‘variety of uses, that use to which it is just worth 
while to put it, considering the price, is called the marginal use or 
the marginal want. It is the (least important use under the cir- 
cumstances. If the price had gone up, this use or want would have 
been sacrificed. Different consumers hare different' means and the 
one who is on the margin of doubt whether to buy or to go without 
and who is just induced to buy at the ourrent price, is called the 
marginal consumer or marginal purchaser. He would not have pur- 
chased if the price had been a bit higher. ’ 

The matgin is not something rigid or fixed. It shifts forward 
and baokward according to price. If the price falls, margin will 
descend and vice versa. 
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10. Marginal Utility and Price. It is clear from the above 
discussion that marginal utility and price coincide or price measures 
marginal utility. The consumer stops where the price and the uti- 
lity are equal and this point is the point of marginal utility. All 
units of the commodity being interchangeable what is paid ‘for the 
marginal unit is paid for every other unit. Therefore, we can sav 
marginal utility determines price. J 

U. Social Marginal Utility. But whose marginal utility 

fji'n/rViY 03 P f n - C V .; Ma ^ gmal atll,t . v is subjective and is different 
inth different individuals whereas there is one price prevaUina ?n 
the market. The marginal utility which determines price in the 

market is not the utility of any particular individual but a sort of 

average, of all individuals in the community and may be called the 
social marginal utility . It is marginal utility p De . callecl ttl0 
whole. It is supposed that a 

thereforf 1 ^° ! ndividuaI an g“l“ritic? are marked off Market prife? 
CU .0 mntlgin.1 utility of money to the riel, is leso t lif ' 

VOOT, the dijfcrencc in the circumstances of each rL th t, - lat to tho 
not in diffcTr-fit^ prices hut in different quantities jnirchasal. ” 

of supply, ,e?it al vmries^Tittf suppfj' In ^h^rase^ 1 ’^' iS r funcfcion 
where the supply is unlimited, oaecan have^as much of > g °° d 

1,k *®- I hc mareinal utillt y is zero. Only i n the ,! 6 r™ ° n ° 

goods tho marginal utility is positive It inrr.f ° , of scarce 
contracts and decreases as it expands, and TOm J down^ ° 8UP u Ply 
the supply is m superabundance. In tho laTtTr !! ^ Ze , ro whou 

pay nothing and marginal utility £ So “ero TH™ ^ t0 
relation to demand determines prices and nri™ ' dl , s scarc >ty in - 
utihty. Therefore marginal utility will depend on'snnT ™ arginal 
Hon to demand. It is a function of supply S " Pply m rela - 

is not independentof the* marghml utility of U f t ,‘ lity , of one thing 
we are considering whether to buy a lffi mnr« thin S 8 - When 

little less of another, we also compare conEshf ° n ° th5ng or a 
the marginal utility of say fruits on which Ton? y ° r , ^consciously, 
of anything else that wo could buv. Similarly «L C ° U ? be spent or 
compares the marginal utility 0 f «y I n’r “ anu f a cturcr always 
of a machine and so on. Such comparisons nilt kbour f r with that 
our minds and thus the marginal a K fr constantly going on in 
reference to the marginal U E ° f 1 commodity has always 
not to consider marginal utility in tho absolu^n? 103 ' W ° baVo 

we have reached a commod 'tv i. c . when 
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to several other commodities which we could purchase. Although 
the Law of Diminishing Marginal Utility will apply even if there were 
only one commodity in existence and there were no choice, yet the 
fact is fchatj, there is a choice. There are so many other commodi- 
ties that we can purchase and the marginal utility of one commo- 
dity cannot remain unaffected by that of another. We stop 
buying mangoes because we would like to purchase some plums 
A too and we stop buying plums so that we may also have a few 
oranges. Thus the marginal utilities of all these three commodities 
become interdependent. Marginal utility of one commodity comes 
to be related to another. In short, marginal utility is relative. 

14 Marginal Utility of Money. Does the conception of the 
margin apply to money 1 It is said that there can be a limit to 
the purchase of a commodity, but no such limit can be conceived of in 
the acquisition of money, which means all commodities in 
general because money is a general purchasing power. In the 
case of all the commodities taken together there can be no 
margin, for you will always want this or that commodity. "You 
can never reach a stage where money ceases to be desired. 

It is further pointed out that whereas it is possible to have 
some idea of the comparative satisfaction of an individual derived 
* from different commodities, you cannot compare the satisfactions of 
/ the two persqns from the same commodity, because a 0 Chapman 
says, “ there is no bridge to connect the utility enjoyed by one 
person with the utility enjoyed by another.” 

Hence the same quantity of money has different significance to 
people with widely different means. 

Wo may concede’ the strength of this argument. But it is also 
true that the Law of Diminishing Utility certainly applies, to 
money too. As money increases its significance to the owner de- 
creases. The rich man attaches much les3 importance to each unit 
of money. He spends it more freely and is much less worried in 
case he happens to lose a certain portion of it. Every increment in 
the amount of money that' a man has brings him less and less extra 
pleasure. Marginal utility of money is measured by the utility that 
we shall lose by the loss of a small sum of money. ' 

’ 15. Practical Importance of the Law of Diminishing Marginal 

} Utility. We have seen that tho law of diminishin" marginal utility 
applies to money too. This forms the basis of the theory and 
practice of taxation. A progressive system of taxation imposing 
a heavier burden on the rich people is a practical application of 
the principle in the field of public finance. 

In actual life our attention is always focussed on the margin. 
We seldom think of the total utility. Wo are always weighing the 
profitability of buying a little more or a little less of a thing and we 
think whether, instead, we should buy a little more or less of some- 
thing else. It is through the margin that the law of substitution 
workB and we are able to arrange our expenditure in such a manner 
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as to givo us the maximum satisfaction. The margin helps us in 
the utilization of scarce means for the satisfaction of our multiple 
wants. It dotorminei winch wants must bo sacrificed and which 
satisfied. It enablos us to make choices and thus to make tiio best 
use of our limited resources. As such its practical importance both 
to the general consumer and the business man can hardly bo ex* 
aggerated. 

The Law explains why demand curves slope downwards. It 
also explains tho divergence between value-in-use and value-in- 
exchango. 

16. Utility of Substitutes and Complements. On tho as- 
sumption that all things aro independent in value, wo should 
arrive at a total of utilities which will not at all accord with facts. 
Values aro in fact interdependent and are mutually inlluenced, ns is 
the case with substitutes and complements. If there were no 
coffee, the utility of tea would havo been much greater than it 
actually is now, because there is coffee to fall back upon. Thus 
tho total utility of both tea and coffee now ia much less than it 
otherwise would have been.- Take an extreme case, of shoes. If 
you lost the right foot, tho left would lie of no value to you. Thus 
tho value of each complement in tho absence of the other is nil. 
You will, therefore, bo prepared to pay for the foot that you have 
lost a price out of all proportion to its nctual value. In ease you 
lost tho left foot, then, in the same manner you will he prepared to 
pay more for it than half tho total value of the pair. On this 
basis the total of the utilities of the right and left foot will 
be muoh more than it actually is. It is quite clear, therefore, 
that on account of interdependence of tho values of commodities 
and services, it is well nigh impossible to have an exact idea of 
their relativo utilities. 

17. Can Utility be Measured. We bavo already seen utility 
ia tho want-satisfying power of a commodity. But it docs not 
depend on any intrinsic quality of the commodity itself ; it rather 
depends on the attitude of tho consumer. A mango possesses 
inherent qualities to give satisfaction to a consumer. But if 
somebody is prohibited from taking it under medical advioe, 
for him it possesses no utility. Utility is, in other words, subjective 
and it varies from individual to individual. It refers to tho state of 
mind of a consumer. 

Can we measure a mental state 1 Obviously, not. We possess 
no measuring rod . by wbioh we can measure the intensity of a 
person’s satisfaction. We have, however, luckily a rough and 
ready measure in money. Although money cannot exactlv measure 
tho satisfaction, yet it can at least help us in comparing intensities 
of two satisfactions. Suppose I have Rs. 100. I am thinking of 
buying a bicyolo. Ifil am on the margin of doubt whother I should 
go in for it or not, and if I am indifferent whether I keep my 
money or purchase a bicycle, then it i s evident that I attach the 
same importance to the bicycle as to a sum of Rs. 100. In that 
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case it can be said that to me the utility of the bicycle is equal to 
Bs. 100. In the same way the utility of a oamera may be equal to 
Rs.'lOO. This sum Rs. 100 will thus equate the utilities of the 
bicycle and the camera or of another thing or group of things for 
whioh I am prepared to pay the same sum. Money measures utilities. 
The utilities of two commodities are in the same ratio as the ratio of 
their respective market prices. Actually, our experience and long 
habit of consuming certain commodities enable us to compare 
utilities of the two commodities independently of money. 

We can measure desire and not satisfaction. There is another 
point. When I am on the margin of doubt whether to go in for 
a camera or a bicycle, I am really comparing expected satisfac- 
tion as distinguished from realised satisfaction. But we know that 
anticipated pleasure ’ is generally greater than the actual pleasure 
realised ; at any rate, the two do not coincide. Here again our 
long experience and fixed habits help us and we can be fairly sure 
of what the expected satisfaction will be. But it is well to remember 
that the intensity > with which a thing is desired is different from 
the satisfaction that is actually obtained. There is no means to 
measure satisfaction but the intensity of desire can be measured by 
the money offer. The economists generally assume that the two aro 
original.. 
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CHAPTER V 
CONSUMPTION (CmiM). 

The Law of Equi-Marginal Returns and the Lew of Demand 

1. Introduction. Wo have torn that wants are both compe- 
titive and complement. ary. Became they arts competitive, wo 

have constantly to make n* choice between the tnorr urgent find the 
les? urgent wants. In terms of utility, we have to ehofw- between . 

things possessing greater ami tho=« posa.rainc hr,* utility. Again, 

wants being complementary, the utilities of the corresponding 
commodities must also ho interdependent When we are weighing 
in our mind whether to huv a little more or a little le«< of n com- 
modity, we seem to balance the marginal utility cf the commodity 
and that of money. Util wlalw< are really balancing is the. marginal 
utility of that particular commodity, and marginal •utilitic* (if « has! 
of other tomwoditw which could he purchased with that u mount of 
money. Money thus builds a bridge for us to pass from one com- 
modity to another, This is how substitution tabes place. It is 
not merely a substitution of one thing for another satisfying the 
same want, e g., substitution of tea for coflee, but substitution of 
entirely different commodities, one for the other, made possible 
through a common money measure. 

2. Statement of the Law. Every prudent person wants to ' 
make the best of bis or her resources. This is necessary because 
resources are scarce iri relation to needs— a fundamental proposition 
■with which we started the study of Economics. Every consumer 
aims at getting the maximum satisfaction . possible. For' ibis pur- 
pose he will substitute the more useful for the less useful thing. 
When this process is completed it will he found that marginal utili- 
ties in each direction of his purchase are equal. Our consumer is 
acting consciously or unconsciously on the principle which has been 
* called by various names, the Law of Substitution, or iV Law 
■ of Indifference, or the Law qf E^lTIafgfnttl'Setunis, or the Law of 
' Economy_o£ Expenditure, or the Law'ofMnximum Satisfaction. It is 
' called Law^of.Substitution, because we substitute one thing for an- 
other. It is known as Law_. of ^Maximum Satisfaction, because 
through its application we are able to maximise our satisfaction. 

It is called Law of Equi-Marginal Utility /beenuso it is only when 
marginal utilities havo been equalised through the process of Subs- 
titution that we got maximum satisfaction. It makes for economy 
of expenditure. , * 

ThiBLaw is also known ns the Se.cgnd_jMtc of Qosstn and hns 
tbeon staled by Gossen thus : " If it if" impossible to gratify all wants 
to the point of satiety, it is necessary, in order to obtain maximum 
t satisfaction, to discontinue the salisfadfon of different wants at the 
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point ;at which ': their ' intensity, has ..become equal.”* < Eveq ,;r 

distributes his' .Te8ourcess(ofimoney.or,,commodity)- oyer the\ tr ’ds 
uses in such a manner, that the marginal utility from every use - pi , 
the marginal utility of ; each anna spent on different uses is tli-' 
samte. ' Only in that manner 1 will'/ the satisfaction ' be 'maximiseq,_ 
It is well, to remember'.' that ' W v l8_ ' nbt ,possible . tp _,equalige , total 
utihties from. ;t wo, , different ^commodities,, that .being Indefinite- and 
immeasurable.’ We csiri only 'equate' the' utilities' at the margin.-' 'f 

The .explanation is as follows.:, - After the consumer has.'sperit 
some of his money on' a , particular, commodity, the marginal utility 
to him of, that commodity- .begins, to ..fall, .until . he .feels ,'tliat ' he 
would, gain .more satisfaction, by, .spending, additional ..units, of 
money oh! something^ else. *, * ’ ' 

He goes on 'substituting, one .T 1 ■ 
thing for another (after a ' \ 

point) until the whole, of X.. 
the money lie "wanted to*' 
spend ls.exhausted. When / ; 
thitlis done, lie has obtain- :- 
ed. equimarginal utility." A 
He cannot /now increase his : / 

•total' utility "by ' spending' 5 
more on one thing and less 
on' the other! If he could do' 1 ' 
so, he would have done it al- 
ready/ -Every: rea rrangemWnt ' 

-will fhean a gfeat I 03 B than' '•:* 
gain : in utility;' the Jiest-ar- 
Tarigerhbnto being ;the ‘ one’ ' ’ 0 
'Which' > eqiiateshis marginal ' ' ’ 
utility under each head 1 of 4 
expenditure. ; 

-fbe law can W illustrated by a diagram as .above.: ' . ' ' • f 

v ' -vet .there be only, two commodities, bread and, milk, ( on, which ' 
• “W OM-f OM! has to- be ; spent.,, Let, A,, and B, respectively, .be 
wietitility curves of bread and milk. . If OM is .spent on bread and 
OM on ' milk, the marginal utilities of the commodities (or of the. 
money spent on them) are equal, ' . PM=P'M\ The Lkw.of Substi- . 
tution ; qr "Equi- Marginal', XJtility ,'assefts' that^this. distribution’ of 
money, achieves maximum total - utility, i.e., ,OMPA4-OM'P'B ' lire 
maximum. 'If that, is so:.any ,other distribution' should 'give smaller, 
total utility. Eet’ us' see whether, this, is 30!' ./ ,- ,. ' /V . ,' J 

Suppose (a) stands fpr a .small unit-, of money. . , ! F urtlier , suppose . 
that(a),m°re is spent on bread and (a) less on milk. The marginal, 
utmty 'qf milk Will rise- to, p'm', and that of bread Will fall to 'pm. As 
shown by Hie shaded, areas, the loss, of utility will be more- than-the 
gam by this ' new'. ^ arrangempht!.; /‘.Total utility will ’ -be. less - than 

- t-. liripli ltoU—Eiennouts of iicoaotaic X’nooryj 1937, jvoS. : - ' . ' , . 



Units* of commodity cousuhied 
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It is at; the margin-that the substitution takes ’.place, ' -Through - this 
process of* substitution .he is able-, to' ^equalise.; marginal utilities iu 
every direction of his purchase/ .When marginal.utilities have been 
equalised; further urge for substitution- ceases.' ’ The consumer will 
not now gain! if he substituted-; some .units of one. commodity foi 
some unite of the other, i’ He has roached the - point- of indifference, 
marginal utilities being equal he isfindiffercntasfco. whether he . eon- 
sumesrso many units of. one commodity or so 'in any-, units, of. another, 
This state of indifference ; can . be represented by,.-, an indifference 
curve/ >.* t / i , ■. ;*•- 

/ Suppose boys in a bias's have only r . two' commodities; pencils 
4hd exercise books,' aM they are free to exchange' pencils for' exer- 
cise books and vice versa. Every student has his own-scale, of - pre- 
ferences; .According to; this scale, there may be; several combinations 
of .pencils, and exercise books which a particular student may regard 
as equally- satisfactoiy. , Ho ;does not-prefer. one combination to the 
other, fn other words he is indifferent.ns between these ; combina- 
tions. Snch combinations may be represented by an indifference 
curve os under : . . . . 



OX and OY. are the itwo ‘ ; axis-.- l ‘Ax is of X represents ; pencils 
■'trad axis of Y exercise books; JWe give leach boy ' three exercise 
-books and fifteen pencils to 'start-, with,. , } Accprding' to. ,their indivi- 
/ ; dual scales of preference exchanges will take, place , among -them. 
A boy will carefully think how many pencils h'e , would be willing to 
-part, with , in, order, „to get, anT.eisercise.dibok;, .He;* may ‘/state hie 
- : \ -;pS^ferepces*in,a Beries of combinations, of pencils and-oxercise - books, 
.which .-may, be equally, satisfactory *and as, between ; ; these‘ 'combina- 
tions he .willbe. indifferent, , AB in. the >above /diagram bis s a line 
■ ’jW^h' may.be considered; an indifference curve, of oho particular boy. 
is made up of;a series, of; points each of . which -will/represent a 
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wth respccts. Or a still better combination of five exercise books 
'.■-atKi twfentyyfivo pencils, and so on.. Each of these now and better 
‘ combinations represents a now series altogether and will have to be 
represented by a new indifference curve. Better the combination,' 
.-'farther to the right and above the previous curve will bo the new 
: oiirre. ' A number of indifference curves' form what "is called au 
^indifference map’, as is shown in the diagram below : — 



• Curve it represents a, preferred position to AB ; for on this 
curve point o gives combination of four exercise books and : 20 
■pencils; The bov is on a new indifference curve. N curve represents 
a still better- position.; . **■ r - 

.4: Marginal Rate of Substitution. : How much of one com- 
modity is substituted for how much of another or at what rate do 
, we substitute one. commodity- for another ?. The answer ,is- afforded 
& the ‘‘Marginal’Rateof Substitution an. idea introduced by Dr. 
Hicks and R.,G., Allan. . Suppose A hag sweets and.B has fruit and 
:the^yp,rvi B li 'to exchange. ; ,The ratio of exchange will bo .the amduhjb - 
of one commodity, sweets that will be given in . exchange , for , the 
other, fruit. But exchange will only take place if the ratios of 
marginal utility of the two commodities are -different for A and ;B. 
Unless, the ratios of marginal utilities are different exchange cannot 
take place’.- - v This' ratio has bfeeh called the Marginal Rate of Substi- 
tution.:, - We shall come to this point later on in :tho r ' chapter on 
Exchange. - r ■ ,*v 

ir'The. mathematical-rainded.'ecoriomists.' have ’introduced . .another 
• neW, concept. : Elasticity ; of Substitution corresponding -to: .elasticities 
yf P etna ml:n.Tid Supply (to be, explained daterjNo order to ; .estim,at.e 
•!“ e at which substitution at. the margin is taking place betweeh 

two commodities. It is pointed out “ that an individual can only 
be in equilibrium with respect to the system of prices in operation 
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substituting .the.- consumption of less scarce goods, for the more 
. scarce ones, , The scarcity of the .latter' is , thus relieved and its price 
comes down. ' iThe importance , of this law is also sho wn by the fact 
‘.that some economists suggest that the Law. of Diminishing Utility 
should Be, termed the Law-, of Increasing Marginal Substitution. 

-Its Application- in, Distribution.: In distribution we are concerned 
with -the. .determination, of the • respective . shares . of the various 
agents of productionize., determination of rent,. wages, interest :and 
profit. . These shares are determined according to the principle of 
marginal productivity; I ; Each agent tends to be paid according to 

its marginal ’'p'roductivity. 

- ; The use of each agent of production is pushed by the entrepre- 
neur to the margin of profitableness' and the marginal product ; in 
' eatii case ife the same. In case' it is ndt tlie same and the'marginal 
product' . of the. ' two agents is unequal, 5 - then the' Law 
of Substitution will come into play to equalise their -marginal 
productivities; / 5 This 'is how the Law of Substitution proves 
useful in the field of ■ distribution of the 'national dividend among 
. the various agents of production. : 

• Thus the Law; of Substitution has a universal application. It is 
of fundamental, importance in ail branches of economic theory. ; The , 
'Law forms the. very 'basis of Economics as conceived by Robbins. - 
Utilisation of scarce means' for : the satisfaction of multiple ends 
necessitates the. ’appiicatioh.of this Law.' VJt may be considered -the 
Law of Economics ; other Laws are' its mere ‘ corollaries. The , LaW 
dominates Consumption, Production, Exchange and Distribution. 

1 6. . ••es the.Law •£ Substitution Actually Regulate Exjendi- 

, ture ? The Law of Substitution inyilyes very careful , calculations 
•f , the expected satisfaction and its cbmpansbnwitk the 1 amount of 
.money.spent as well, as with the satisfaction which' may be derived ‘ 
by spending the same. amount of monpy in some other direction’s. 
We must minutely, weigh in qur mind the utility of a . small addi- 
. tioual unit of one commodity with that of another, and We must try 
‘to balance th'e two! . ; . ' ■' ' ■’ 

But how many of us are capable of such fine calculations ,? Bow 
many of its have the patience arid the ability to do it ? ■ .Are two so 
rational and calculating ? The fact is that most of our , expendi- 
ture is governed by habit. It is of a routine character .ana we not, 
on the rule of the thumb. There is not much of conscious calculation 
and careful Weighing of the utilities. T - 1 v.*. 'y 

. V But .in. the ca.se of extraordinary expenditure or big .expendi- 
ture a prudent person gbps through' a certain amount of thinking 
before the expenditure is incurred and We may take' it that it does 
roughly conform to the Law of Maximum Satisfaction. Even here 
the marginal utilities may not bo exactly equalised.- ' • • •, . • 

’ It' is difficult to say whether the actual' expenditure incurred "by 
consumers is in conformity with the Law of Substitution or equi-. 
marginal utilities. Economic. laws are, after, all, . statements of 


consumption 


65 


for which we had riot bargained. This is the case "even in ordinary 
purchases.'- • ' ■ ' ’’ ? 


ii 


- A large measure of consumer’s' surplus '‘is present ''especially ’“in n ’ 
the case of things which are very cheap 1 and also 'useful,'; e.g.] a 1 'post 
card, newspaper, a match box, etc.. These things 'are vvery 'cheap 'antT' 
■ in some cases indispensable . too.:' 'For .them particuIarly / .- t #d'.;ar'e'‘ 
■always prepared to pay more than their actual price if 1 the’ ’a'lterna- . 
tive is to go without, them. From their purchase we get ! a 'surplus" : 
satisfaction. Wehaveal ready seen that;the prices paid ’do riot’ reflect 5 ;'; 
> the utilities obtained. 1 . The total - utility'- is higher * thati !i t’h.'e' price ; 
paid and we get a surplus, this surplus has been ‘called consumer’s' ; 

surplus.’ " • . ■- • -M hu” 

- -. 1 i J! . o,?5 o) 

’’ ’ ; \ •• '• . J {i . 

In the. words 'of Marshall,' “ The 'excess qf' t the rick''] which tie 1 ' 1 

, would be willing to ■pay , , rather th in' r,, go tbit) tout '' the thmg l over" 
that ; which j he ; actually does :,pay is the . economic ' • '■measure :- bf . >'thmuev'r.~ 1 1 
plus, satisfaction. It. may be called 'Gonsumer’si Surplus. ’}■{ - In ; short 
consumer’s surplus is equal to - wh at you, are prepared; tori pay. mihusli 

what,, you .actually, pay,-. •;* s \ wirw-t'i) .'.hf 1 ' 

a' . - \f r '{ , 1 r- .,•> , s, ‘ 1 ' ) 7! 

Consumer’s. Surplus and the^ Latyiof Diminishing Dlility.x 

The j, concept , .of ..Consumer’s .‘surplus, is - derived from j. -the, jLaw.v 
1 of Diminishing Utility. The follbwing-table, indicates the,-, variations 1 

in utility in the purchase of mangoes. ' ' ' ’ 

1 ■’ 1 ,V«i j- ■ ■ r\ O '!} '■» 

, tfyuigbes purchased-,’ ?-•, • .-Total .Utility \uah\rg‘inht "Utility 1 ' 


seers 

1 

2 

> 4 ■ 

6. 

7 


•! <_•; 


Moaahrad ih tinhas.' 


20 
38 
54 ' 
08 
80, 
'DO 1 
08 ’ 


20 s r 
18,,. 
10 ‘ ' 
, 14, 

12 

JO ‘ 
".8 


'(• ft. 

» ‘-f f’, 


. . The.'above is the statement of utility-.to' a particular, -consumer .' 
going .to ■ a >rmarket for,- .mangoes. ■ Suppose ; the: price . tin -the market ■ 

■ is 12 'as. per seer.- nThe-consumer - will; purchase as many 'mangoes 5 
as, bring- bis -'marginal utility equal*, to the price. -.'Thus he;, nvill i 
purchase 5 seers of mangoea and-pay for. them 60 as;; rB,utt- this,, total’ 
.utility. from 5 -seers- of mangoes is measured 'by ,.80i,as.’f He gains an 
consumer’s 1 surplus .measured, by 20 as..-,;;T-his‘isso because, he - would' 5 
have'paid 80 as. -rather .than go without mangoes, , but -/jbe^actually 
pays only 60 as. If the price . rises to 16 . as.- a, aCer, :ho < iwilL purchase- 
only 8 seers and.pay 48, as: instead of .54 as..- This .will give him, a! 
corisumer’s surplus mea.sured' by 6 a,s.. arid so on. j 

'.Below:- jg a n-itrnn f bo - /Ito rr-nn m ofro {llnofrnfiA'n Vaf 

surplus, 1 - 


given the - diagramatic , . illustratiori 


of' consumer.’ 
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Along OX nre measured units of rom modify to be purchased, 

in mnnnnfOil ilirt 


and along OY is mca«ured the 
utility in terms of money, uhich 
means prico that the consumer 
is willing to pay rather than go 
without a particular unit of the 
commodity. 

If the market prico is PM, 
the consumer uill extend his 
purchase up to the Mth unit. 
He will purchase OM quantity'. 
This is so because for this 
amount his marginal utility is 
equal to the price. But his 
marginal utility for the earlier 
units is more than PM. For 



Units of Cor. nodefy 


M'th unit, for instance, his marginal utility is P'M'. But ho only 

H y tw m pnc ° ™J* P "M'> for this unit ns for othern. 
He thus obtains an excess of utility for the M'tli unit equal to P'P". 

thusdeSZ 0 ]' su f U9 ^ r f the unit. The total consumer's surplus 
“I n . whcn OM units are purchased at PM price is 
telSr?ha B 8 ^nl n mrF AP - K market price rises to P'M' 
will fall to the smaller triangle'uA/P^ * “* ^ COnSUmer ’ 8 snr P ln9 

we c!' We n havf^ S | U ? lus be Measured ? It looks as if 
2® ^ ” 6 . la T° explained above that consumer’s surplus is simplv 

*» n V*F$ 

the following formula. 7 P * ° r lfc can be ascertained by 

Consumer’s surplus=Total utility 

. — Price x Number of units purchased 

How simple ' 

^tML , Ssl®i-. h 4 Ss 

precise measurement of Consumer’s Surplus • ay f 

w ° e n ma°y f b thC ^ 

to pay for certain units is all a guess work id 

tion is sound. But in actual I “ d t!lcore ticaUy the objec- 

of the demand schedule with ? whtw ?°, nc ° rned ' vith <*at part 
to small changes in prices nre fairly ^efl known^In ^rea^f 4 * 0 " 9 

are not concerned with hypothetical scarcity prig's 

°V ife 

necessaries of life, as well immeasurable. I n oa Se of 

positive satisfaction. In their case tw' 11 • nece . 3aanos ' there « no 
Q0lr 0386 tbe re is only removal of pain’ 
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rathpr than giving of pleasure. Patten calls it 'p ain economy’. Only 
•when the necessaries of life have been satisfied that there can be 
any idea of consumer’s surplus. It is to this stage, which Patten 
calls pleasure^economy that consumer’s surplus belongs. 

3. Consumers’ means jiary. Some consumers are rich and others 
poor. The poor consumer makes a greater sacrifice to get a com- 
modity even though he pays the same price as the rich. The rich 
man is prepared to pay much more for a thing th%n go without. 
This difference in the consumer’s circumstances makes the measure- 
ment of consumer’s surplus difficult and inexact. This difficulty is 
met by the idea of average. When there is a large number of par- 
ohasers, rich and poor, the variation in individual circumstances 
may be ignored. 

4. Consumers Differ in Sensibilities. Every consumer , has 
his own tastes and sensibilities, SomeTlesire a comnmdifcy, more ar- 
dently than the others and are therefore prepared to offer more. 
This difficulty is also met as in the above case by the idea of average. \ 
When we deal with consumers in the bulk individual tastes and 
sensibilities may be supposed to cancel themselves out. 

5. Marginal Utility of Money Changes. As we go on buying a 

commodity less and less amount of money is left with us. Hence 
the marginal utility of each unit of money increases with every 
successive purchase of a commodity. But when we measure con- 
sumer’s surplus we do not make any allowance for this change in the 
marginal utility of money. This means that our conclusions are 
not scientifically acourato, In reply to * this objection, we t may 
point out that in actual practice only small amounts of money 
are spent on the purchase of individual commodities. The changes 
in . the marginal utilily of money are negligible and are of no prac- 
tical importance. * v < 

6. There is the further difficulty [that with every increase in 

the purohasfe of a commodity the .urgency of ...the need,, for the 

earlier purchases is diminishe d and their utilit y dec reases . This 
decrease in'the utiIity'" of J "eariier units is not taken into account 
when calculating the consumer’s surplus. To measure consumers’ 
surplus precisely it is suggested that the earlier parts of the list 
of demand prices should be continually redrawn. But this ob-. 
jection is based on a misconception. This objection would have been 
valid if the utility written against each unit were the average, and 
not additional utility, because only the average can change at every 
step and there is no need to change the additional utility. Reference 
to table, on page 65. If the consumer buys two seers the average is 
19, in case of three seers it is 18 and in case of 4 seers 17 and so ; 
on. But the marginal or additional utility will not have to be' 
altered whatever the number of units purchased. Also as' 
Pigou says, “ It is highly improbable that slight change in the 
consumption of anything would have an appreciable influence upon 
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the utility of the earlier increments, because a considerable change 
in consumption is necessary to make us aware thfrt any ohange in 
• commonness ’ has taken place.” ' 

(7) Then there is the difficulty arising out’ of the presence, of 
eubstitptgs How calculations of utility in their cafee are upset or 
rendered difficult has been already- explained ' (p. 54). .To meet 
this difficulty the two substitutes, say tea and coffee, can be regard- 
ed as one commodity as suggested by Marshall. > i i 

(8) CommodUi&s used fpj_ distinction. Tn such , cases, dia- 

monds, the fail in price will not leacfto increase in' demand./ When 
such comm oil ties become cheap, they no longer. confer -distinction 
on the uses./ The demand for them, ‘/therefore, may fall off. 'Hence 
a 'fall in price in such cases will not increase' consumers surplus. / ’ 

We may conclude by conceding that the exact measurement of 
consumer’^ surplus in a market is an 'impossibility. But tho 
concept of consunier’s surplus is not a useless one on 1 ' that’ score. 
In practical life whethei in business or in publih findnce 1 ‘it ,-is 
always possible to have a rough and a workable idea 1 about 1 tne 
measure of 6onsumer’s surplus. * 

11 Criticism of Consumer’s Surplus. The concept of con 
sumer’s surplus has been subjected to scathing criticism by econo- 
mists like Cannan, Nicholson, Robinson* and Davenport,. <its 
scientific character has been attacked on the ground uthat it is 
based on 'assumptions which are unwarranted. Its < measurement 
assumes that utilities are capable o[ exact -measurement and can be 
translated. in terms of money. It further assumes that' different 
units of the • commodity have, different utilities.' Moreover, the 
’ utility, of each commodity is regarded as Something absolute which 
it is not. ‘While we go on spending money the utility of each unit 
of the money loft with us increases, while tho .marginal utility; , of 
commodity falls. This makes the calculation of consumer’ll surplus 
still more difficult. 


? <1 H s 1 1 1 j 1 

>.< i In the, case of necessaries and conventional necessaries,, it seelns 
-to have i no .application, for, in such cases the", consumer will he 
i willing to jpay anything rather than go without., The utility will be 
infinity,.' ,A lakhpili (millionaire) may be willing to pay Rs.rlOUO for 
a glass of, water in a desert when he is on the point of death on 
account of thirst but h? actually may pay simply one, pice, as 
(idUoTitsh.: The economist .may say he has enjoyed a surplus of 
■IK.r>09-lo-9 But it wdl be rather difficult to convince our lakhpati 

Of thlB faCt. > , „ , , , ... 


It is, therefore, said that the whole idea is'hypoihettcai imaginary 
nnd tllutoty. A man cannot always say what He will bo willing to 
pay rathcr'than go without a thing. This inquiry ' seldom presents 
lteelf to him in the market. Tho price in the market Is a fact which 
he must accept and what he is called upon 'to decide It how much 
he will buy. Therefore, there is * good deal of' unreality about 
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this concept. Tt is.further pointed out that if . there, is a surplus, 
the consumdf itfill'/beh’ iftchufed" ’to buy, mor e , > and , more . of that 
comnibdity^Uirthb'sar|jiW'disappearsU It simply cannot exist. , „ 

j , /..'fhe critipism is indeed damaging. . Prom, the strictly scientific 
point ’6f<yiew the yalkliiyi.of none of these objections can be ; qubs- 
., tioned ., • - But.-the, .wholeiburden of criticism i&. that it is incapable of 
precise numerical • .measurement. • . Th!s~inayUat‘b'a'ce l'b'e< 'conceded. 
.-But it.qannot.be denied thatsomething like this :cloes exist in real 
..life. . Bather than. go iwith out a thing we are prepared: to, 'pay mcfro 
than what, wc, actually pay, and we do enjoy a surplus of satisfac- 
, tioh.j - Ho\v much uve cannot say and there will be little 'good if 'we 
could. It, certainly-. itfeHs US' that i-a--system of •, Uniform * :-market 

.. prices does yield a .surplus , of satisfaction to some consumers who 
• Slieuld’h.aye v h8^n able' ahd willihg tb pay more if the ^alternative was 
5 td ( §o without:''? ‘The lalchpatis case taken above does 'not ' belong to 
'’the ’ordinary rliir' bf life—kiich situations %‘eldpm Prise.' ’Tri fdiii ' life 
‘ J -the;trslnsactibhb''a'rd , bf''a type which yield a surpluk satisfaction to 
/.-the consumers/; ;l ' ‘ r " i; ’ ‘ ,/ " . 

. Importance .oft* the /..Concept <pf. . .Consumer’s . Surplus. 

"Although 'scientifically, indefensible,, the/, concept .of,; .consumer’s 
.surplus, has a, great-prapticalntility-and theoretical importance. , - 

(1) Cpnjechiral'_,ifrpp'6rtance. „„,TtC bnablbs^' usJJoScdmjp'dret. i the 
advantage.. ...environments an d oppor tunities , .or?- 1 .-), conjectural 
benefits.' .JA .person getting;Rs. 200 in .Delhi, can .enjoy betteramem- 
ties of .life than ; ,a person, sayy’getting..B.s.-.300,in a-, town more remote 
•.from the’ centre pf.pivilisfi.tion. The inhabitant’of Delhi enjoy8,much 
. surplus. ^of satisf i.ction'Dpm. his expenditure; in, Delhi,;- .It, enables; us 
also,, to ..compare, the economic conditions of ;the -people- at . different 

'tirvino n In wi nimr\hin t ll n KuhfrtT 1 aIV <1 Y*£X .f.ltO t > 1 A 



- chequer or i-the Finance- Minister 'considers, 'While proposing 'freSh 
. -taxation , ,iow . muoh are the people willing topayDor ' a thing and'iliow 
• will they., be affected by a rispsJn .prices^resulUngTrpm/thUiin'pPsi.- 

'tion of a tax. Where the consumers ,are enjoying a^surplus,, there is 

•j-l’ ryj ll'l'i .■ _ r-i r. - 



■ hax;Do we verbis it wfiCadyp^ 

\%elfitfe'becah8e 'consumer’s surplus is greatest for hebessariesf’ -. i 

^ 1 i f y,! * /D „.,n- u -w i< J l.Juu 

. - $), Importance -in •, theory flf monopoly Similarly, ■ a business 

■j man or ,a;.monopojist</;will find ;; that; he {can; ; easily, jraise prices if 
the commodity is yielding surplus of satisfaction to the’ consumers. 

■ :-Thoy rWill. Be twilling to pay *more if need' be. ^As-a-’m'atter'bf expe- 

diency,-' however,' the, business’ man 'will riot raise the pr^Pe 'sdniueb 
-as-’ to absorb-'tho whole'' r 6f the’ burplus: -'Bewill not 'drive e/hard 
, • , bargain 'to- that , extent.’ • iBe would like'-to /cultivate .'and retain the 
. goodwill of his - customers’ and D follow; ■ therefore’/-! ah jidlicy* 5 'oi 
hompromis'er’ Vjr.’- •'t-s** s-v-."-.? 1 : -T hsnfca d- 

/ ,; (4) .-Disiwmfi’oh. betweeh,valw-in*wa .andfvgi^rinieicckange'\i^’t 
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know that market value of a commodity is different from its utility 
or value* in-use. Commodities like salt and ‘match box have great 
value-in-use but a very small value-in-exohange. The consumer s 
surplus from such commodities is very great, for we are prepared 
to pay muck more for these commodities than we actually pay. . . 
Consumer’s surplus brings home the fact that the price we pay for 
a commodity seldom comes up to the aggregate satisfaction that , 
we derive from lie consumption of a commodity. Consumer’s sur- 
plus depends on the total utility, i. e., value-in-use, whereas the' 
price or value-in-exehange coincides with marginal utility. The - ; 
doctrine of consumer’s surplus, therefore, clearly brings out ,tho 
distinction between value-in-use and value-in-exchange. : 

(a) Consumer's surplus'' m ea sures the benefit s frorn international - 
trade. By~P5tenng into trade with another country, we import" 
certain articles which happen to be cheaper. Before we imported, 
them, we were paying more for similar commodities. We have, 
therefore, made a saving in importing these commodities. They 
yield a surplus of satisfaction which is measured by the excess of 
"what we would have paid for them over what we have actually 
paid for them. The larger this surplus, more beneficial is the inter- - 
national trade. Consumer’s surplus is thus a measure of the econo- 
mic advantages Ve reap from international trade. 

13. Sovereignty of the Consumer. Under capitalism or the- - 
system of free competition, the consumer ha3 been compared- to a 
king. Hie entire productive machinery is supposed to work under 
his sovereign" sway. His preferences determine the volume and direc- 
tion of economic activity. His whims, prejudices and desires seem to 
rule the world of production. The entrepreneurs of modem industry 
are his bond slaves and so many agents to carry out his behests. A - 
frown on his faoe is sure to spell their ruin and a smile sends ' a thrill 
through their heart. If the consumer is pleased, entrepreneurs are - 
happy and prosperous, and if the cpnsumer is dissatisfied, the entre- 
preneurs’ fate is sealed. . 

■ In the past, the consumer’ rule was manifest. He placed the'" 
order, say for shoes, clothes, etc., and the maker carried out 8imply 
and faithfully the order. The things were made to order and the 
producers kept waiting for the orders from the consumers. The 
things were made in style, design, colour or shape exaotly to suit the 
tastes of the consumer. The . consumer got what he really wanted. 
He was undoubtedly the king and his authority was well reco gnis ed. 

But the modem producer does not work on receiving the orders. 
He anticipates them. It is the business of the entrepreneur to make 
! a shrewd guess as to what would satisfy the consumer most and then 
' to proceed to produce such commodities or render such services. 
Production these days is carried on in anticipation of demand. But 
here again thd consumers’ preferences exert their full weight. If the 
entrepreneur is not sufficiently intelligent to gauge rightly, the re- 
quirement® of the consumer or if the prices fixed by him do not suit 
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the pockets of the consumers,, i.e., if 'ho made a wrong estimate of 
'heir purchasing power, his goods will not sell: He may struggle for 
a few, years heroically but unless he is able to modify his plans and 
to make them suit the consumer’s tastes and pockets, he will go 
under, sooner or . later. If,jOn_ thej3therJiand > .he,has ,been able -. to 
8 understand _the ..wishes ,of thb"sovereign , - consumer , and to; interpret 
tlichTrightly, he will be amply rewarded in the form oThandBomb 
dividends. 

In a capitalist economy that venture will succeed which satisfies 
the consumers 'most. The entrepreneur gets the maximum profit 
when the consumers got the maximum satisfaction, not otherwise. 
The consumer guides and controls production by the way he decides 
to spend his income. “Universal consumption is something like 
universal suffrage ; it is a democratic means of control; The only 
qualification required for consumption is the possession of income 
with which to acquire the desired goods. In economic elections a 
consumer . casts as many votes as he has dollars to spend. If the 
economic electorate decides to spend its money for baubles instead 
of essentials, for shoddy goods instead of genuine articles, for things 
that are ugly 'instead for things that are ^beautiful, such tilings 
will be produced. Consumer’s cjioicc,.jyhether.it J> is'.vvise. or foolish, 
guides the operations of our industrial, system. It i8 like closing an 
i electric circuit and thereby turning on a current that sets the wheels 
of- the 'productive - mechnnism 'into motion.” 1 . The rationale of all 

economic activity is the satisfaction of the consumer’s wants. 

' ^ ' * ' , » * ' ’ , . » # ’ 

14. Limitations on Consumer's Sovereignty. But the con- 
sumer is .not so despotic a monarch as he is supposed to bo. At best 
his case may be of one of constitutional or limited monarchy. A 
constitutional monarch reigns hut does not rule. On further reflec- 
tion we shall find that there, are some serious limitations on the 
authority of our sovereign, the consumer. 

- ( a ) The most important 'check on his authority arises from tho 
size of hie. income, the length of. his ..purse.: The things do not move 
according to his command unless ho uses the money whip. Without 
that whip in his hand, he may cry hoarse/nobody would listen to 
him. The consumer - wants pure ghee but he lias to rest content 
with Dalda for lack of means to pay. The real wants of the consumers 
• go unsatisfied .under the present economic system and only those 
can be satisfied which are expressed in. money and become effective. 

Further the' individual consumer , goes to the wall. It is only 
the combined deman A,wMch.jdirects. *'■, ‘ - 

(6) The satisfaction of the consumer depends on the goods - 
actually available .injfch&jmarket. He may want a slightly different 
thing but. cannot help: He may ory for the moon, he will not got it. 
There are physical limitations too. Actual production depends 

l. Kiokhofer, W. H. —'Economic Principles, Problems and .Policies. 
1030, p. 052. 
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upon r technical knowledge at the moment, and development' of 
technique may lag behind 1 consumer’s ' desires. We want noisdess__ 
trains but W must : wait; till the technique 'develops.' Consumer’s 
preferences are generally^ ahead of whaifis available at the moment. 

< (c) High pressure salesmanship and persistent advertisement 
m al tipi) th^ real desires of the consumers.^ Th,e business propaganda 
machinery is directed to mould and ‘ to control consumers’ tastes. 
No consumer can resist its subtle effects. He is thus induced to hny 
something different from ,what he would have purchased otherwise. 
Our sovereign, the consumer, is impotent and helpless and is, led by 
thepiose, as it were. That business man succeeds who does not 
merely, satisfy the felt wants of the consumers but who is able to 
control and direct the consumer’s tastes i towards his particular - t 
brand, "Huge amqunts are spent on advertisement, in every 
country, -A mere glance at a newspaper, or a magazine, is enough 
to show what importance is attached to advertisement. Wherever 
the consumer goes rnd in whichever direction he looks, Borne adver- 
tisement faces him. At every strategic corner on the road sides, on 
the railway platforms, on the trunks of trees and telegraph poles, on 
the houses and the trams, ho finds large and attractive advertise- 
ments, all intended to catob his eye. These advertisements are for 
this king so many fifth column elements all calculated to make his 
sovereignty a mere negation. Far from controlling the producer, 
he is controlled by the producer. According to Ely, “ expenses in 
the United States for national advertising alone are estimated to 
average nearly 10 dollars for every man, woman and child. The 
cost of advertising in each issue "of- the Saturday Evening Post ‘is 
nearly a million dollars’ 5-1 . Here is another estimate. “ In the 
United States alone about half a million persons arc normally 
employed in advertising and that nation's annual advertising bill 
runs from U to 2 billion dollars.” 2 These amounts are ’not being 
spent to please the consumer but to enrich the producer. Every 
rupee spent on advertisement and salemanship is a nail in the coffin 
of the consumer’s sovereignty. We ( do not agree with Benham when 
he says that a monarch may- be advised and- cajoled, as to some 
of. his activities, even by his slaves, but he remains a monarch 
none the less. This is a nominal sovereignty, a very poor specimen 
of monarchy indeed. , , 

Here is an evidence of the consumer’s helplessness. “ No doubt 
the public 13 spending a tremendous amount yearly — and it ' comes 
from those who can least afford it — for sun lamps that are both a 
fire and health hazard, jbr toasters tffivt’we aafe not touch once they 
are heated up, for automatic irons that bum and destroy fine rayon 
goods when set for the lowest temperature, for curling irons, vibrators, 
massagers which are so poorly insulated that only a person totally 
ignorant to the potential shock of 110-120 volt supply would dare u=e 
such an appliance." This is true of every other line of production. 3 

1. Ely— Outlines of Economic.,, l'JHO, p 14ff ~~ 

1 IvieUiofer, op cit p (jij 

Mooro and Others- — Modern Economics. 
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(d) Tke_moELQpolist3.too exercise control over the consumer. In 
nodern times in every country there is a tendency towards combi- 
ration or cartellisation and a few firms or companies come' to control 
^reduction. They can easily dictate their terms to the consumers 
vho feel quite helpless. They have no say in the matter of price or 
'tinge of production. 

(e) Then there is the government cont rol about which we have 
row become all very well acquaint ed. Tfven in normal times the 
government either prohibits or restricts the consumption of certain 
articles, e.g., intoxicants which the society disapproves. By taxing 
the rich and subsidizing the services for the poor, the government 
3an exert influence on the trends of production. Besides, the 
government itself is the biggest consumer and is in a position to 
set the pace in the matter r of price and the quality of goods 
produced. 

(/) Consumer’s;OWU-,habits_bind him and he is reluctant to 
make any departure from his set scales of consumption. The 
freedom to choose, therefore, is not exercised. It is all theoretical. 

(g) En viron ments and convention s, of society, also exercise a 
restraining influence onlbe consumer’s "choice. Therefore, the 
unrestricted freedom of the consumer and his -authority to direct 
production is a mere myth. 

(h) The consumers are generally ignorant and do not know 
what is best for them. Their blind (•hoicefcfoes not always accord 
with their self-interest. ‘ ’ Lack of knowledge, therefore, is another 
hindrance in the way of exercise of the consumer’s sovereignty. If 
the consumer is a giant he is surely a blind and sluggish giant. 

_ (£) Production of standardised goods, irrespective of the indivi- 
dual tastes, is a conclusive proof that modern economic system pays 
scant courtesy to what the individual consumers would like to have. 
The consumers are bulked together and treated en masse, not a king 
hut a herd of sheep. 

It is really very difficult .to convince a poor villager or a factory 
hand that he is the sovereign of all he surveys and that factories 
are working, trains and ships are moving and the business . men 
sittings at their shops or running to and fro in the market are all to 
serve him and satisfy him rather than lining their own purses. It 
is so unreal.' 

The fact is that neither consumers nor producers alone control 
the other. Ibis a case of interdependence. Economic prosperity of 
a country lies in a proper balance between consumption and produc- 
tion. In the words of Ely, “ Progress is dependent on alert 
and responsive consumers as^wgll as oil prudent and efficient pro- 
ducers. Sluggish consumers, sluggish producers.” 

15. Conclusion. Let ns now summarise our conclusions as - 
regards the forces behind Demand which we have studied in the 
department of Consumption. The central problem of Economics is 
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the determination of values of goods (and services) that are mutual- 
ly exchanged. Value is the result of the interaction of supply and 
demand, and is expressed as price in terms of money. We have so 
far been considering demand. Demand arises because goods yield 
utility to consumers and scaice goods have to be purchased by 
money offers. As the marginal utility of goods falls with the in- 
crease in the quantities consumed, the consumers offer lower and 
lower prices foi additional quantities offered for sale. For indivi- 
dual consumers, however, prices are already determined. They, 
therefore, purchase as much quantity of each good as equates their ‘ 
marginal utility for money to the price of the good. The marginal 
utility of money is higher for poor people than for rich people. But 
all people distribute their total money incomes on various heads of 
expenditure with a view to maximising their total utility. This is 
achieved when the marginal utility derived from each head of ex- 
penditure is the same. In this way demand for various commodi- 
ties is created which can be expressed in the form of a demand 
Schedule. The total of individual demand schedules determines the 
market demand schedule. We can, therefore, conceive, at any par- 
ticular time, a large number of consumers willing to purchase goods 
of varying quantities at varying prices. They are willing to pur- 
chase more at a lower price than at a higher price. A competi- 
tion then ensues among the consumers bidding for commodities. 
These represent the forces on the side of demand. Demand can rise 
and fall with changes in tastes, habits aDd real incomes of the people. 
But, at any particular moment, such factory may be assumed as 
< onstant. This pull exercised by the consumers is only half the 
story. The other half comes from the side of the suppliers or ulti- 
mate producers. We, therefore, pass on to the discussion of the 
-< orces determining supply. This brings us to the Department of 
Production. 



CHAPTER VI 
DEMAND 


J. Demand. Wc have already seen that demand is different 
from desire or need. A sickly child needs a tonic and a peon 
iesires to ' have a radio receiving set. But such needs and desires 
;io not constitute demand. When, however, the person desiring 
is willing 'and able to pay or is prepared to make a sacrifice and has 
die means to do so, the desire is changed into demand. Sometimes 
iemand is said to bo ‘ the expression of a want on the part of a 
person who is in a position to offer something to get what he wants.’ 
But this is not a correct view. I may bo willing to offer some- 
thing for Koh-i-Noor 1 . Itisn->t demand in the economic sense. 
That 'something’ must be sufficient or reasonable. In the words of 
[Jlupman, ' Demands are the quantitative expressions of preferences’ . 

Demand is always at a price. * The demand for anything at a 
film price is the amount of il which will be bought per unit of time 
it that price'- In other words, it simply means how much a person 
will be willing to buy of a commodity at a certain price. At another 
price he will of course buy a different quantity, more at a lower price 
md less at a higher price. Demand cannot be understood in an 
ibsolute sense. It is wrong to say that A's demand for milk is 
5 seers a day, unless the rate is mentioned or implied. His demand 
is not rigidly fixed at 5 seers daily for all times. It will vary with 
the variations in tho price. T j speak of demand without reference 
to price is meaningless. Also, the demand is always per unit of time, 
per day, per week, per month or per year. 

2. Demand Schedule. A list of the quantities purchased or 
demanded at varying prices is called a Demand Schedule. The 
following is the Demand Schedule of an individual A for apples : — 

Quantity demanded 


Price per Dozen. 
Rs. 

7 

6 

5 

4 

3 

2 

1 


m dozens. 

1 

2 

3 

4 ' 
- 6 

8 

10 


The Demand Schedule for the whole market is arrived at by 
adding the quantities demanded by all the prospective purchasers 
at varying prices. Suppose, a market consists of only five buyers 
( with sellers) called A, B, C, D, and E. Suppose thrir Demand 

1. I’his point is discussed in Chapman's Outlines of Political Economy 
1920. p. 23. 

2. Benham— Economics, 1943,.p, 30. 1 
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Schedules for apples are as given below : 
Price per dozen. Quantity 


Rs. A 


4 4 

3 G 

2 8 

1 10 


B C 


3 

0 

4 

i 

5 

31 

51 

4' 

7 

5 

8 

G 

n 

8 


demanded in 


D 

0 

0 

i 

i 

3 

4 


E 

0 

0 

0 

i. 


4 


dozens by 

Total 

A 

7 

12 

ir> 

£3 

20 

38 


It will be seen that different individuals have different demand 
schedules, depending upon their marginal utilities for money and 
their marginal utilities for apples. The last column gives the tota 
demand for the market as a whole. The first and the last columns, 
put together, will constitute the demand schedule of the market 
under the conditions assumed by us - . 


It is the market demand schedule which i- of greater practical 
utility. The government and the business men are only concerned 
with the market schedule. It is not so fluctuating add fickle as 
the individual schedule. 


It is, however, very easy to draw an imaginary schedule like 
the above, but it is a problem to prepare the actual demand schedule 
of a person and to prepare one for the market is a sheer impossi- 
bility. It is not always easy for persons to be able to say bow 
much they would buy at different prices. They have never pro- 
bably thought of that and cannot he expected to have definite and 
crystallized ideas in this respect. At best it will be mere guess werk 
and not something to go upon in a scientific analysis. So many 
influences like changes in taste, fashion, climate, state of trade, etc. 
may intervene to upset their calculations. It is not something 
absolute ns the utility of different commodities are interdependent. 
Every person will have different schedule and oven the same person 
will have a different one under different set of circumstances. 

3. Utility of Demand Schedule. But this is not to say that 
the demand schedule, as it is, serves no purpose. Rough aud ready 
as it is, it has great, practical utility. We may not be able to give a 
complete list of quantities we shall buy at different prices from no 
price to infinity (it will be nothing but a mental gymnastics if we 
couldj, but we have all got more or less definite ideas as to how we 
shall react if the price went up a bit or came .down a bit. Within 
certain limits of the prevailing price we can always make a good 
guess as to how much we shall buy if the price changed and that is 
all what matters. It is useless, for example, to think how much L shall 
buy if the milk is sold at one pice per seer or Rs. 5 per seer. These 
queries perhaps concern a world different from ours. Considered iff 
this light, the demand schedule assumes a great importance. The 
Minister of Finance has to estimate to what extent null the people 
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curtail their 'purchases in case the imposition' of a tax raised the 
price of a- commodity. The preparation of the budget would be 
impossible ■without such calculations. The< monopolist, too, in search 
for the maximum monopoly net revenue, will have to consider 
conBumers’/reactions to tho variations in price. • Practical utility of 
the demand .schedule cannot, therefore, be denied. 

* 4. The Demand Curve. A‘ demand Schedule can be expressed 
in the form of a curve called the Demand Curve. The market 1 de- 
mand curve of apples is given below : — ' 

Quantities (in dozens} demanded are measured along ' OX and 
prices [in rupees] along OY. If .perpendiculars are drawn from 
points indicating quanta- i > * > 

ties on .OX and corres- 7 
ponding prices on OY* ' < i — P . . - ’ 1 

the „ meeting , points of \ <n k 

these perpendiculars will • v -^ > 

he on a curve. This ia ^ $ ‘-X 1 > 

the Demand Curve for % ^ *• •> \ - 

apples under the -condi- ^ 1 * 

tions represented by the , s ~ '■ 1 ' 

Demand Schedule. It £ g ■ . 

wdl be seen that the 'j~ ,, < 

curve slopes from left to *S‘' > 1 " ■ ( 

right .(like the utility J ' * 

%&£?$£&£ , 

manded ; increases, and , - , ; T • , t ’ 

conversely, as price rises quantity demanded decreases. 

,5. WHy Does Demand Curve Slope Downwards ? Generally 
tlie demand curve slopes downwards. It is in accordance * with the 
Daw of Diminishing Utility. , The ~ purchases of most of us are 
governed by this law. We are induced to buy more when the price 
falls. When the price falls, new purchasers, who could not buy 
before, enter, the market; old purchasers will 'probably increase 
their purchases. The prices are measured along Y axis and quan- 
tities alontr X axis. Only in a curve of this - ' slope shall we find 
shorter price, lines cutting longer pieces in the quantity axis. If 
tHe law of 'diminishing utility is true,, and it is "generally true, , the 
•curve must' slope 'downward, for only then the phenomenon of in- 
creasing demand with falling prices can be represented. 

But let ,us go a bit deeper and try to find out why the demand in- 
creases when' the price falls, other things being equal, or why the demand 
schedule is what it is, or why the demand curve slopes downwards. 
Benhain has answered thiB question in thiB manner. 1 Having , a 
lifaaited'amouTit of money at his disposal every consumer . wants to 
get the' maximum satisficatiou therefrom. 1 Knowing his own,scaleB 
°Lp re ferences he will, according to the Law of .Substitution and 
Equimarginal Returns, so arrange his expenditure that he gets 
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equal marginal utility from the last anna that he spends indifferent 
way?. He mil keep to the arrangement if the prices > remain the 
same. But if the price of a certain commodity included 1 in his 
assortment of goods and services fall, then, he must make'h corres- 
ponding alteration in his expenditure. By the fall' in price 1 ''diver- 
gence has been created between the 'marginal utility and’jirice ’aiid 
this must be rectified. Thi* can be. done by ;buying. mote of the 
commodity thus bringing its marginal utility ,to the level' of the 
price. That is why people buy more when the prices fall.,, a 

But there are exceptions too, i.e., when thedemaiid curve 'instead 
of sloping downwards will ascend, t Sometimes people will buy more 
when the prices rise. In that case th8 demand curve will slope up- 
ward. Such occasions are very rate but we can imagine some. 
Benham has mentioned four cases 1 : — (1) In case a seriotiB shortage 
is oxpecied, people may be in a panic and buy more even though the 
price is rising, because they expect the price to go still higher. (2) When 
the use of a commodity confers distinction, then the wealthy peoplo 
v-jU buy more when the prices rises to be included among the few dis- 
tinguished personages. (3) Just in sheer ignorance ‘sometimes 
people buy more at higher price. (4) If the price of a necessary 
of life goes up, the consumer has to readjust his whole expenditure. 
He may cut down his expenses on other 1 food 'articles, ' and in 
order to make up, more may have* to be spent on this particular 
food, more of Which will, therefore, bo purchased iu spite of high price. 

6. , The Lav? of Demand, We are now in a position to for- 
mulate the Law of Demand which simply expresses the relation be- 
tween quantity demanded and the price.'' ’It says that demand 
varies inversely with price not necessarily proportionately. , “Amount 
fihld is the function of the price of the good.” ! lf the price' falls, 
demand will inorcase and vice-versa. It' can also, be stated thus : 
*‘A rise in the price of a commodity or service’ is followed by a' reduc- 
tion in demand, and a fall in price is followed by an increase in 'de- 
mand, if conditions of demand remain constant Or "at any given 
time, the demand '-for a commodity or service at 1 the prevailing price 
is greater than it would be at a higher price and 'less than' it would 
bo at a lower prico.” 8 '" •> 11 » * < *. i»> • '* >> 

The qualifying phrases " at any given time”, or “ the conditions 
of demand ‘remaining constant” are' ..very important because demand 
is subject to several influences whioh will - be \ dircussed. presently 
and the operation of any of those influences will counteract .the law. 

It may also be .added that no proportionality ' in the change is 
implied. If the price falls by 10 per cent, it does not follow that 
fin demand will increase exactly by 10 per, cent. _ We can only say 
that the demand will increase when the price -falls but not how 
,, w ’h depend on- tho elasticity of demand whioh . we 

'-zzi r. .a r > , . - , , , i 

1 ’ 1. * Ibid, pp.i 47-4S <• • - , i , „ * 1 

2. Thomas, S. E. — Elements of Economics, pp. S2-53, 
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- ' 7. , Have the Consumers Definite Scales of Preferences ? Prom 
the Law of Substitution and the Law of Demand it appears that 
the consumers have definite scales of preferences. This has been 
objected to. Benham examines some of these objections. (1) That 
the changes in the conditions of demand, e.g., season, taste, fashion, 
etc., upset the system of demand. But the demand sohedulo is 
based on the assumption that these things do not change. Tf these 
things change, then wc can have 1 a new schedule which will then 
represent the new scale of preferences. (2) That people do not 
buy exactly the same thing over'and over again, e.g., order the same 
dinner.’ But our schedule can provide for sufficient 1 variety 
whenever necessary over a period of time. (3) That some part of 
our ineomo is earmarked already 'by our decisions in the past, 
e.g., hiring of a house. But even this, can bo changed after -some 
time and all income is not earmarked. The rest of the' income is 
enough to enable uS r to make the necessary adjustments. (4) That 
'purchases are not made by the consumers themselves but by 
housewives or by parents on behalf ’of children. Our demalad 
schedule has nothing to do ' with the motive or who buys and on 
behalf of whom. ' It is a fact that’ all expenditure is arranged, m 
conformity with th'o Law of Equi-marginal Betums, whatever tho 
motive or whosoever may bo the agency. (5) That the ’consumers 
do not know their preferences. , Bub we have already.shown that 
they are fairly conscious of what they will do if the price move- 
ments remain within fair limits of the prevailing price and that is 
enough. There is thus not.much in these objections. Tho demand 
schedule is based on solid assumptions. We ,’Can safely . assume 
that the majority of the consumers act prudently, whether con- 
sciously or unconsciously, and that’nobody carelessly of deliberate- 
ly 'throws away his money. ' Everybody must try to maximise ,kis 
satisfaction from his limited : resources. He must ' have, there- 
fore, definite; scales of preferences. When the price fall^, it 
will pay him to buy more ‘and he .will do so, The demands curve 
will ordinarily slope downwards. ' a T ] 

8. Systems of Demand. A commodity iB ' never, wanted ’ by 
an individual as an isolated * commodity. ;It is wanted r as ; .a ipart 
of a system; . A student grants, a fountain pen. But; fountain- pen 
alone does ’not fulfil all., the the needs- of a Btudent.,* , He, also 
wants paper, books, pencil, u,table, a chair, etc. All such, things go 
to form a system of demand. , We demand things in groups., t v,, .. 

The necessaries, comforts and luxuries’ ’’that * a- consume? 
.enjoys all constitute one system of- demand." .They are inter-related 
and interdependent. 

'V J An 'individual’s demand system 'is ’determined by r lm i standard 
of living: The' Standard of ’living ia not an ‘ ihdivicVual ’thing, It 
[ depends on the class 'bf tHo society to which the i nd i v : du aLb'cloU gs. ! If 
be belongs to apoor class, his system of demand will ' cbiiSist mostly 
off ha necessaries’ o'f life! : If, 5 oh tho other hand, he,belongs to 'fcbp 
Upper class, many * comforts 1 and luxuries’ also will 1 figure in r hta 
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system of demand. It is standard of lining which governs the 
system of demand. t 

the °f living itself is moulded by so many factors 

wl eS ’ ,d,0 ; vncrasies of the individual, his 'education 

, and above all h.smcomo. Every change in income is followed by 

/ teniZTJZ tl : t ° f s ^ £em f of demand. When income increases pe£ 
° n - f0 ° d and ° ther nec( *ssaries of life decreases 
wealth he aZ,5ri V* an cxcepti ™- He may simply hoard the 

St rf 

a reiinte 5 H Demand The Law of reman'd expresses 
decreased n n1,,- D demand and price. If the price rises demand 
with demand v f. rsa " . ®nt the w ords increase or decrease used 
W ? hen the pnce fal,s and rises respectively are not con- 
conlZ^oYlZt T T hepro P- ™ds should be Si aid 
extension nn i ■ nd ' ^ e t 118 nnderstatid the difference between 

™ "on%\" d „TlSr°“‘ i90 ” h ?" d ' “ d “ d *• 

ofJ,ma,d when - the 

change in S^rice^ioJl d 8 ! the price has changed. It is the 
absence of anyCoh chall t0 * “’W in the demand - th ° 
demand. The consumor ni 619 W0U d have been no change in 
by price. His demanTL? passiFe pdr t- He is solely led 

ing curve and he roes un and'd° W ^ &nd tbere ls a corr espond- 
least deviation, as shown in the follow^ dTagmm^ the 

pTefemnearTt ^ ^ ^ ^ *** 

fnrtbee, hi, d.„.„ d 4 C^ ,T 0 q“ 

of price "raTi” “ 

tion of demand br confcri e- 

fees hi^oTOdemandT^e^sMlt ° f A demand - Here the consume 
Pnce- Ho plays the active part ir 5 cspectivc of «* 

requirements and circumstanS' mS 4 f d ^ by h,s own ^omesti. 
as in the former case . ces > rather than be a servant of prioi 
the basic conditions of demand implies a chanje ir 

new demand curve Aw, . and hence a new, schedule mod i 
• A mans mcorne may have increased or hi 
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’ family requirements may have increased. A now scale of preferences 
becomes necessary. In this case there will not be movement along ‘ 
the old curve, but along a new curve. The consumer ignores the 
price in this case. 

j For example, if the price of milk falls from Gas. a seer to 5as. 

; a seer and our consumer begins buying 5 seers daily instead of 4 
seers, it is a case of extension 'of demand. But if he is prepared 
to buy 5 seers instead of 4 seers even though the price remains the 
- same or continues to buy the same old quantity even if the price 
* rises, they are cases of increased demand or rise in demand. . In 
■ both of these cases he is prepared to spend more than before, whereas 
in caso of extension there may be no increase in the total outlay, . 
for he buys more at reduced price. To sum up, extension of demand 
means more quantity at lower price and increase or rise in demand 
means either more quantity at the same price or same quantity at a higher 
, price. Similarly whilo contraction of demand means smaller quantity 
at g higher price, decrease or fall in demand means either less quantity 
at (he sgme price or the same quantity at the lower price , They can 
’ be represented by diagrams as follows •— ‘ . f 

10. Curves Showing Increase and Decrease in Demand. .The 
increase and decrease in the demand (for onions) arcs illustrated in 
the form of curves below : — . 

\ 

A Ion g OX i 

measure quantities in Increase in Demand ' 

maunds and along OY 
prices in rupees per 
. maund. Before the 
change in demand, at 
five rupees per maund 
■ (PM) 20 maunds of 
onions ■ (OM) wero 
demanded. Now. sup- 
pose that the same 
20. maunds aro de- : 
xnahded at a higher 
•price of 6 \ rupees per • 
maund (p"M) or at 
the same price, of 5 
, rupees (PM=p' m') 30 

maunds (OM'), erode v : Quantities (maunds), 

manded. Then points' . 
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p" and p' are on a new demand curve (D'D') which will indicate 
Decrease in Deman l an increase in demand. 

Note that DD is not 
necessarily parallel to 
' D'D'. 

The second figure 
illustrates decrease 

in demand. Before 
the change the 
demand at 5 rupees 
(MR) is 20 inaunds a 
(OM). If after the 
change in demand at 
the same price of 5 
rupees (PM=p' m') 10 

jC maunds (Om') is de- 
manded or at a lower 
Quantity (Maunds) price of i rupees (p"M) 

the same amount 20 maunds (=OM) is demanded, points p' and 
p ’ will be on a new demand curve D'D' illustrating a decrease m 
demand. 



When, therefore, we discuss changes in demand we mean that 
conditions of ‘ Demand ’ have changed. Old demand schedule and 
the demand curve no longer serve the purpose and must be re- 
placed by new ones The consumer has overhauled his scales of pre- 
ferences. It is not merely a case of extension or contraction 
of demand but increase or decrease of demand. Tins is what we 
want to discuss now. We want to study the changes in the very 
conditions of demand. 


^ 11. Why Demand Changes. There are several factors which 
bring about changes in demand. There are so many outside in- 
fluences affecting the consumer’s scales of preferences and compel- 
ling him to recast his demand schedule. Erich Roll mentions three 
types of changes : (1) Autonomous changes for which there seems to be 
n ? reason - Somehow, spontaneously the changes come 

■.Nobody can really say why sometimes men decrease the width 
0 . ela trousers; some increase it ; some decide to have double-breast 

coa s en single breasted and again double-breasted. The ladies 
some imes ahe to sleeveless blouses and at other times full sleeves, 
-e are e dictates of Dame Fashion issued as it suits her caprice. 
V s change is unaccountable. (2) Ecpercussive changes , 
mm- Ue ^° re P er cussions of certain other factors. Demand 
Severn! noJ e >>J 3eC i aUS r t ' ectin ‘ cal progress has brought to our door 
have thp ir r» an s of a com niodity. Seasonal changes may also 
brought r t USS 'fi nS ' ^ changes. These changes are 

nubliritv Z? hy P n , ot ' 6in g influence of advertisement or 

Tim T,.n , r8f0,S ^ d on l ! s DV the 8 weet persuasive salesmanship, 
to tat-e tn ton 6 ^ s P aris ' on Board has been able to induce people 
so that almost every one today takes tea. The entre- 
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prenears do not always produeo to meet an exioting demand, but it 
is now more common for them first to produce and then through 
propaganda create a demand for their goods. Not only the oxisting 
market is preserved but new markets are conquered. New custo- 
mers are appealed to and convinced that the commodity in question 
will bo useful to them. 

Let us now briefly note the various causes wkiok bring about 
changes in demand. 

(t) Changes in tastes and in fashions. Increasing habit of tea- 
drinking has decreased the demand of a largo number of families 
for milk. Changes in the mode of diess mean a change irutho de- 
mand for the dress material. Tho fashion among ladie3 to keep 
hair long or short brings about changes in demand for hair pins, 
hair nets, etc. c 

/ (it) Climate or’ weather changes. It is obvious that demand must 
change with the season.' In winter there is a greater demand for 
warm clothing, a certain types of tonics and a greater demand for 
coal or fuel. In summer, there is a demand for electric fans and 
cooling drinkB and ice, 

(tit) Changes in population. If the gates of British Dominions 
and America are opened for Indians, we can expect a large exodus. 
The Dominion which is flooded with these immigrants will find a 
new demand created. If Indians stick to their own mode of living 
in food and dress, demand for suoh things will be created. 

It is not merely the change in the size of the consuming popu- 
lation, but changes in the compositi on of the population, too, which 
will affect demand for certain commodities and services. In a 
country of increasing population like India, where hundreds ot 
children are born daily in big cities, there will naturally be demand 
for toys, feeding bottles and nipples and perambulators. The 
engagement and destruction of youth in war has brought about a 
reduction in the number of marriages aud a decrease in the demand 
for wedding presents and other things used in marriages. A time 
will como when, in a country like Germany where destruction of 
young people has perhaps been the greatest, most of the men will 
bo old. and demand for artificial teeth, eye glasses, etc., will increase. 

{in) Changes in fhe amount of circulating media. Where there is 
[inflation, as it is in India now, the additional money will add to the 
purchasing power in the community and the prices will rise. But 
the rise of prices will not be uniform in the case of all goods. People 
will have to readjust their expenditure as has been the case all these 
years ; demand for certain things will be reduced and for others 
stimulated. Shortage of sugar increased demand for gur and 
shakkar, and restrictions on the supply of electricity oreated a 
demand for kerosene lamps . 

{v) Changes in real income. Hero we have a phenomenon quite 
opposite to the one mentioned above, viz., of falling prices. A dis« 
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tinction is made between money income, i.e., the amount of money 
which a man may earn, and real income which means the quantity 
of goods and services which be can buy with that amount of money. 
In times of technical progress when fruits of research are placed at 
the disposal of industry, there is a large output of cheap products. 
The purchasing power of nrne} 7 increases or, as it may be said, real 
incomes increase. Less money will be needed to purchase the same 
quantity of goods and the saving so made will find outlets in the 
purchase of some other commodities. The demand schedules will 
have to be recast. If the prices fall to 50% of their former level, it 
is u nlik ely that we shall buy double the quantity of each ofithe com- 
modities that we have been buying before, e g., we cannot consume 
double the quantity of salt or wheat. On the other hand, those who 
have been living on maize or bajra may now change over to wheat. 
Better ‘stufF’ will replace the inferior one. Some goods may bp 
eliminated and entirely new goods purchased ; demand for some 
goods decreased and for others increased.' .In conformity with the 
Engel’s Law of Consumption, some redistribution of expenditure and 
alteration of scales of preferences may bo expected. 

(vi) Change in wealth distribution. If through the instrument of 
public finance, i.e., by taxing the rich and spending money on the 
poor, the Government effects a redistribution of wealth and transfers 
spending power, demand is bound to be affected, the goods demand- 
ed by beneficiaries will be in the greater demand and the goods 
which were formerly consumed by those whose purchasing power has 
been reduced, will suffer an eclipse. 

(vii) Goods with inter-connected value In case of substitutes, 
e.g., tea and coffee, an increase in the consumption for one will lead 

yto a decrease in the demand for the other. In the case of comple- 
ments, e.g., horse and carriage, increased demand of one will augment 
that for the other. 


In the case of joint supply, e.g , wheat and straw, the increased 
demand for one will lead to the cheapening of the other and may, 
therefore, stimulate its demand, too, after some time. 

When there is a ease pfyoinf demand the increase in the demand 

for the ultimate object, i.e., the house, will increase the demand for 
everything needed in building a house. 

i ~ tt*e,cas e of Composite Supply, eg., light obtained from 
electricity, gas or kerosene cheapening of any one of them will 
reduce the demand for others. 


In the case of composite demand, e.g., water required for drink- 
ing, washme, bathing, etc., any extension or contraction -of its uses 

will correspondingly change the demand. 

Hence the demand for a commodity does not depend only on 
its own price but prices of other goods too. 

(viii) Conditions of trade. Demand for everything ib greater in 
a .boom even though the prices are rising. On the other hand in 
time of depression there is general slackening of the demand. 



DEMAND 


85 


12. Elasticity of Demand. One of the very important con- 
cepts in Economics is that of Elasticity of Demand. We have studied 
the law of demand and we have sem that there is an inverse relation 
between demand and price. If the price rises, demand contracts 
and vice versa. A change (rise or fall) in price leads generally to a 
change (contractioh or extension) in demand. This attribute of de- 
mand by virtue of which it stretches or contracts under the pressure 
of a change m price is known as Elasticity of Demand. “The term 
elasticity expresses the degree of correlation between demand and 
price.” 

Tut the demand does not always respond to the changes in 
price in like proportion. A small change m price may lead to a 
great or marked change in demand. In that case we shall say .that 
the demand is elastic or sensitive or responsive. If, on the other 
hand, even a big chahge in price is fotlowei by only a little change 
in demand, it is said to be a case of inelastic demand. Even if the 
price of salt varies widely we continue to buy almost the same 
quantity ; the demand is inelastic. But if the price of wireless sets 
falls, many people, who could not afford before, may now be induced 
to buy, the demand will stretch or expand ; it is elastic. In the 
words of Marshall, “ The elasticity {or responsiveness) of demand 
in a market is great or small according as the amount demat\ded increases 
much or little for a given foil in price , and diminishes much or little for 
a, given rise in price,” 

13. Relation of Elasticity with The Law of Diminishing Utility. 

The'concepfc of elasticity of demand can be connected with the Law 
of Diminishing Utility. Margmal utility varies with supply. It falls 
when the supply is increased and rises when the supply contract's. 
But the fall of marginal utility does rot occur at a uniform rate in 
all commodities.. In certain cases like salt, we get soon fed up and 
the marginal utility falls very rapidly. In such cases the demand 
is inelastic and no fall in price can induce us to buy more. In some 
other dases the - marginal utility , comes down very gradually, e.g., 
some luxury articles like silken clothes. Any decrease in the price 
of such commodities is sure to stretch the demand. The demand is 
therefore elastic. In short, the demand is inelastic when the marginal 
utility falls rapidly and elastic when it falls slowly. 


14. Elasticity Varies With Price. Not only does the elasticity 
of demand vary with different articles, but it may also vary in the case 
of the same commodity for different ranges of prices. £ ln oth gr 
w ords, the elast icity of demand ,ir nnt^nniform over all the^parBslof 
the"deinand^cheduIo~rjfc 3 IIavue fair l y elastic over a part and then be- 
come melasti<y~rwA r part of L hs- de n mnd-Schedule . 

the case of wheat, df it is selling at ahigh price, say Rs. 10 


Take 


per md,, a reduction in price up to Rs. 3 per md will increase the 
demand. Then the people will have bought as much as they *es4- 
a nd further lowering of the price will be ineffective in stimulating/ 
demand of most people.^ ‘ ' 
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15. Elasticity of Demand and Consumer’s Surplus. The 
nature of demand has also a hearing on the amount of consumer's 
surplus. In the caso of necessaries, and conventional necessaries the 
demand is inelastic. Their prices in the market are fairly low but the 
consumers aro prepared to pay much more for them than they have 
actually to pay. The difference between what they are prepared to 
pay and what they actually pay represents consumer’s surplus. Wc 
find, therefore, that the consumer's surplus is large where the demand 
is inelastic and small where it is clastic. 


16. What Determines Elasticity of Demand. It is not possi- 
, to classify goods according to the nature of their demand and 
lay down certain rules to determine whether demand is elastic or 
inelastic. But wc can only formulate some broad generalisation. 
Uo cannot bo dogmatic and say definitely that the domand is clastic 
or inelastic. No classification of goods can bo an absolute-one. 

The question of elasticity, too, therefore is a relative one. It 
is re ative to a person or place. For one -person or at one place the 
acmand may lie elastic and for another person and at another place 

lay d^n the Sowing rule?:— ^ ^ in * 0rUaii proviso W0 

inelastifnl 1 , lc f ess . a ™ s a, £ J convention • l necessaries the demand is 

tho nrica r mUSt buy tbc8c conim odit,ios whatever 

d . buy m fixcd quantities irrespective of the price. A 

Srr n e0m I t °,. n ? aUor - 80 far as thc domain? for such 
annZr / • conoer,led - Salt is one such thing and wheat is 
suoh fbfnrf Ut m ft P ?° r count, 'y liko India even the demand for 
dutv SdT / H 80rnCV '' hat elasfci0 ' In 1923 «»o doubling of the salt 
price of wheat -1 in india ' Tb e change in the 

it s consumnttn wni be la ? ma * orml for upper ™d middle classes but - 
price faT l ^n a 1 T ml ? lnCre , aBe amon S thc P°°r, when the 
demand will be cLmc ?t Balt is comparatively scarce, the 
absolute rule that riom 19 wron §> therefore, to lay down as an 

t MSS ixs" 1 ’ Mma °- Thei ' m ■ 

LS s D T£ ZSjUlTt&f!-?'- “ ■ta* toWnttat 

artistic furniture P will lead to ™ Ilks ™ dl0 B ? ts . refrigerators and 
whom ? Certainly not lw tp°Ti? ° f ^ ^ !Dg , bou 6 ht - Bufc b ? 
are conventional necessaries The° b peo P^' ^. or tbG ' 11 1' 1030 things 
chased one, thev wfil 'ntiK.- ^ ^ tbem having pur- 

demand, therefore t not 1 1“ w ^ Wbt r th ° P ricc ' Their 
applicable rule, because termni’ X c oan ' lofc i a y down a generally 
forms. They are rein fire to a p 1 „ ? 6S a P d ne ° 0SSf>ri cs are relative 

4^“' b “»» ■*-— o?si" rstiss kgs* 

fies we ml/luSltf mroT nd ” fft Wh ° n the prioe of tea 
y curtail its purchase and take to coffee and wee versa. 


87 


DEMAND 

Changes in . price will lead to, expansion or contraction in demand. 
But very few .tilings .can serve as suitable- substitutes ; even coffee is 
not. exactly^ like tea. ■ Attempts have, been made in Italy, America 
and Argentina to replace our jute but without, much success, 

v It might he supposed that in the matter of toilet you have several 
alternatives.- You might use Pond. cream or 'Beauty cream’, Liste- 
.rihe or Maclean, tooth paste, Hamam soap or Prefect soap, Kiwi 
'polish or Cherry Blossom and so on. But can you really ubo any of 
them ? . The manufacturer does not . want that his good should 
belong, to the elastic, demand category. /He would like to make it 
indispensable for you. For that purpose ho gives it a special label, 
and .by subtle and persistent propaganda,, through all the media of- 
advertisement, he will induce you to buy them. You become habi- 
tuated .to. their use and you are not satisfied until you get that parti- 
cular brand. Cherry Blossom does not satisfy yon if' yon have 
.used Kiwi nor do the Gillette blades if you have been using 7’o 
Clock.- : By branding his produot the manufacturer has insulated it 
from 'its rival goods which could serve as substitutes and has built 
up’a' ; monopoly of an ordinary article. He has changed its demand 
from elastic into inelastic by clever advertisement. Substitutes are, 
therefore, no substitutes. For purposes of 'knowing ' whether the 
demand is elastic or ' inelastic, we should classify -goods not as 
luxuries and necessaries but substitutes and non-substitutes. Then 
we,, can definitely say whether it will be elastic or inelastic. 

. (ip) Demand for ■ goods having several uses. Demand for such 
goods is.' elastic. Coal is such a case; - When cheap it will be" used for 
cooking, heating and industrial purposes ; its demand will increase. 
But when . the price goes up,. it will be put only to very urgent uses 
end less will be purchased. The, demand will contract. ' 

(v) Demand for goods the use of which can be 'postponed is elastic. 
Most of .us during the war suspended our purchases in matters cap- 
iblo of postponement, e.g., building a house, buying furniture or hav- 
n S ' a - number of warm suits. We go in for «uch things in a larger, 
neasurp, when they are cheap. Their demand is elastic. , 

' (ri) Elasticity also depends on the level of prices. If a thing, 
say diamonds) is either very expensive or like wheat very cheap, the 
letriand will be inelastic. In the latter case all those people from 
riiom the demand for diamonds comes will cease buying. They are 
mrchased ds a mark of distinction. When, therefore, -they become 
ilteap, they will lose their attractiveness. 'In the words of Marshall, 
‘Elasticity of demand is great for high:, prices, and great or at least 
onsiderable for medium, prices , but it declines, as the price falls, and ■ 
raaually fades away if the fall goes so for that satiety level is reached”. 1 

iyii) .The , same commodity, may have inelastic," demand for 
sertam uses, e.g., wheat for human food,. and elastic for certain other 
•urposes, e.g., wheat used for feeding' the cattle. : , , - 

The above discussion confirms us in the view that it is not possi- 
>_o_t q Jav down an y hard and fast rule as to which commodity has 

■ •; Marshall— Principles of Economics; 936'. |>» ' 103. * : ~ ■TT~. ' 


88 


MODERN ECONOMIC THEORY 


nn clastic demand and which inela3tie. It all depends on the cir- 
cumstances of the case and cacli must Lc examined on its own 
meiits. When i\e want to know whether the demand is elastic or 
inelastic, we must decide the class of people with reference to whom 
we wish to ascertain the fact. 

17. Measurement of Elasticity. For practical purposes it is 
not enough to know whether the demand is elastic or inelastic. It 
is more useful to find out to what extent it is so. For that purpose 
it is essential to measure elasticity. 

Two methods have been suggested for the measurement of 
elasticity — 

First Me'hod : — To compare the tital outlay before and after 
the variations in price. Elasticity of demand is expressed in threo 
ways : (1) Unity , (2) Greater than unity, and (3) Less than unity. 
It is unity, when, even though the price has changed, the total 
amount spent remains the same. 

Elasticity is said to be greater than unity, between two prices, 
when with the fall in price the total amount spent increases or the 
total amount spent decreases as the price rises. 

Elasticity between two prices is considered to be less than unity 
when the total amount spent increases with the rise in prico and de- 
creases with a fall in price. It is well to remember that elasticity 
is measured as between prices. 

It will be clear from the following schedulo ; — 


Price of pencils 
per dozen 


Quantity demanded Total outlay 


(1) Re. 

(2) 

( 3 ) 

(U 

(5) 

(6) 


1/8/- 3 dozen Rs 4/8/- 

W* 4 „ „ 5/-/ 

V*/* 5 „ „ 5/-/- 

-M- 6 „ • „ 4/8/- 

-M- 7 „ „ 4/6/- 

-/S/' 8 „ „ 4/-/- 

As between (I) and (2) the elasticity is greater than unity, 
because the total amount spent decreases when the prico rises and 
increases when the prico falls. As between (2) and (3) it is unity as 
the total amount spent remains the same. Between (4) and (6) 
the elasticity is less than unity because the total amount spent 
increases when the price rises and decreases with a fall in price. 

Second Method, : — In this method we compare the percentage 
change in price with the percentage change in demand. Suppose 
the price rises by 50%,^ If the demand decreases by 60%, elasti- 
city is unity, if it decreases by more than 50% it is greater than 
unity , if it decreases by less than 60% it is less than unity. The 
formula is : — 


Elasticitv= 


% change in demand 


% change m price 
\Tho measurement of elasticity is very important for the busi- 
ness man and the Snance department of the government, because 
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. they are interested in finding out Low much total amount will bo 
spent by the people' oh a ' particular commodity. On the basis of 
-this information, the' business man will fix the price and the govern- 
nient the scale of the'tax. - - 


18. Diagrammatical Illustrations of Elasticity of 

Tho following diagrams illustrate the various degrees of 
DD’ is the demand 
curve in ovory case. 

Elasticity equal to 
zero and* infinity can 
be theoretically con- 
ceived only. In the 
.'former DD' is parallel 
to!OY, in the latter to 
» OX. The smaller the 
elasticity the nearer 


Demand. 

elasticity. 



X 0 


X 0 X 
Unity Infinity 


, tess then flare then 
" unity unity 

the position of tho enrve to that under .zero, and the greater is elas- 
ticity the nearer the position of the curve to that under infinity. . 

In the above examples, for tho sake 
of simplicity, we have taken demand 
curves as straight lines. When they aro 
not straight lines but are curves showing 
different slopes at. different points, the 
elasticity of demand at any particular 
point is indicated by -the elope of the 
tangent to the curve at that point. TMb 
is shown in the figure. 

Thus demand curve is' more elastic 0 ■ , ‘ • ■ ■■ . * 

at point T than at point T, •• ... Otmthty Demanded 

Benham gives the following diagram showing at a glance the 
elasticity of demand; . . . . . - . -. 


$1 



OP . is the demand 
curve. . The total money 
spent is measured along 
OY and the quantity 
bought along OX. When 
the curve is .rising from 
left to right, i.e,, up to 
P’, it is , greater , than 
unity. When it is hori- 
zontal, i.e., P'P", it is 
unity and when it is fall- 
ing, i.e., P"P it is less 
than unity. 



n , Practical Importance of the Concept of Elasticity of 
demand. This concept is of great practical importance in the sphere 
°t government finance as well as trade and. commerce. The minister 
optmance can be more sure of his,, revenues, if he taxes those commo- 
dities for which demand is inelastic. The tax will no doubt raise 
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the price, but the demand being inelastic, people must buy the com- 
modity, and the demand will not decrease. But, on humanitarian 
mounds, such taxes are generally avoided because such commodities 
being necessaries of life, their taxation is bound to affect public wel- 
fare. . .. . 

In the same manner the business man, especially if he is a mono- 
polist and can Gx his own price, will have to consider the nature of 
demand. In case it. is inelastie it will pay him to charge a high 
price and sell a slightly smaller quantity.' If, on the other hand, 
the demand is elastic, ho will lower the price, stimulate demand and 
thus maximise his monopoly net revenue. ■ 

This concept finds application in the case of joint products also. 
The separate costs are not ascertainable. The producer will be guid- 1 
ed mostly by demand and its nature while fixingprice. The trans- 
port authorities fix their rates according to this principle when we 
say, that they ‘charae. what the traffic will bear’. When an industry 
is subject to increasing returns, the manufacturer lowers the. price to 
develop the market so that he may be able to produce and take full 
advantage of the economics of largo scale production. We, therefore, 
see that the discussion of elasticity is not merely of academic 
interest. . ‘ ^ 
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CHAPTER VII 

PRODUCTION . . 

: " Tlic Ndiurc; Volume and AgcoHpf Production. 

tss £5^25' .Si T 5Sg 

'with the 'disposal' otscateo me ™ bm ^ cs ' 6 f the forced ^hwd-.- 
we are concerned, with tl g p 0 w these means nro • jjtf&dc . 

...nnltr'nfcbods.' -We. want. to . , efsorts tie- 


services. . ,.n> »»»«.. »*•“ 

- cannot 7 create, matter. . . -, j _. . ... . 

utlh ^:;' . . ..•■ correct definition. . In .Economies, 

• -. But this is not- ft ; -_ . . ■• v but with scarce goods popac.-^- 

,« Sy but bo nl ! un iratef in < uantily 

U- it. xo. A, CO ... 


tuwiun tvw,~. 

♦ v t’ rr»o-vr oTtvpnfL tiio ciud of Yoc(i , fluci promote phv&ictil 

and spiral well-being of my "friends, .a thing, of great . ut ility, but 
unless I make lti my. profession, ; my activity will , not .come finder 

Suction.’ TMMo H thmJorOhonU U- : Mned, not fs c rat** 
^futility,' but the e realtor addition 0 /t : a!«e. ; Mprp strict y speaking , 
we Would , define it as ilie creation, of economic, goods and rending 
of services commanding a money, : value. . ;\Ve .really .do, .not .predate 
utility or valiiff but ’ proctucp goods and ..services Jmvmg t value-, n-.. 
exchange;'’ We ; are not, concerned with, the teolitti.que of production-, ■ 
but merely ^thdid.ej^nopii^aspeot;, . . - - -sir)*- ■- . v 

. .’Considered in this sense. production .consists of. a long .chain .of • 
producers covering the following industries: (1) ..Extractive industries 
.including miningV fishing, farming, oto., mostly concerned .with the 
production of raw 'materials'. (2) Manufacturing -industries; turning, 
.raw. Materials, into ‘ finished . goods. /.$)'. Commercial Sendees dike 
'■buying and selling- ' transporting, 'banking and ^insurance, cfeo.L f4) 
Direct Sernces tothe consumprslike the services, of domestic servants,- 
doctors, lawyers’, teachers,' etc. \ i. 

The 'producer oreatesmtilitwhaving 
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it is v, anted ; and (e) Time Utility, i c., keeping it If r n time when it 
is needed. Robbins calls them Time and Space Indices. Produc- 
tion, therefore, is not merely producing thine*. The thing i* not 
considered ‘produced’ unless it reaches the hands of the consumers - 
In the words of Ely, “Tilings ore not fully produced until they arc in 
the form in •nhich’ther are wanted, at the place at which they are 
wanted, and at the time when they arc wanted.” 

3. The Social Significance of the Volume of Production. 

It is of the utmost importance for a country that its production 
should be conducted at the highest pitrh of efficiency ho that the 
volume of its prcduction is the largest possible. If agriculture is 
carried on with the mod primitive methods, if holdings are un- 
economic, irrigation facdities scanty nnd the man behind the plough 
illiterate and conservative, the production of food articles nnd raw 
materials will touch a very low level. Similarly, in the industrial 
sphere, production will be much less than it can bo if the entre- 
preneurs are ignorant, timid and short-sighted, if tho labour force 
is inefficient, if the machinery used is out-of date and if credit and 
transport facilities are not available to tho extent required. In such , 
a country, as India is, the volume of prcduction will bo very small. 

In the last resort the standard of lit ing of a people must depend on 
the tolume of production in the country. 

True, a country may borrow from abroad or receive moneys in 
charity to tide over a period of stress and difficulty. But loans 
have to be repaid and charity is not a perenninl stream. No sure 
foundation of standard ofliving can be built on these extraneous or 
fortuitous resources. If the standard of living is to be raised 
permanently, the country’s volume of production must be increased. 
The Bombay Plan of economic development for India, tho avowed 
aim of which is to raise the standard of Indian masses, rightly crop ha- 
shes the necessity of increasing production. They propose to in- 
crease the output of industries 500%, agricultural production 130% 
and the value of services 200% in the course of fifteen years. Only 
then they hope to provide s balanced diet, 30 yards of cloth, per 
head per annum and a reasonable housing accommodation in 
addition to ample educational and medical facilities. Increase in 
production must precede the raising of the standard of living. 

The . volume of production in India is very small in relation to 
its teeming millions and tho standard of living is the lowest in the 
world. Poverty is writ large on the face of every Indian, poverty 
of which the world has no parallel. Not much relief can be expected 
from emigration. The only remedy is to increase the volume of 
production, agricultural and industrial. The volume of produc- 
tion possesses for us the greatest social significance. \ 

4. Factors Determining the Volume of Production. In our 
efforts to increase the volume of production we' shall have to 
analyse the factors on which it depends. A study of these factors 
and a proper appreciation of their relative importance will put tts 
on the high road to increased production. 
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(1) In the first place, production in a country depends on men , 
money and .materials. U our men are hardworking and resouree- 
fuiPiTTapital is plenty and if our land tnrna out a rich varioty of 
materials, a large volume of production is assured. Production in 
a country is limited by the quality and quantity of the factors of 
production nvailaMo in the country. Wo need Land, Labour, 
Capital and Organization of the right order nnd' ( in sufficient quantities. 
These are the prerequisites of good production. 

(2) Production also depends on the development of technique 
and the applicatio n _of sci ence to agriculture and industry. In the 
absence of scientific and technical knowledge not much can be 
achieved. It oun be easily seen that the Industrial Revolution 
which made use of the various inventions and discoverie-t brought 
about a tremendous increase in the volume of production in tho 
West, What can n hand- weaver achieve in the face of a gigantic 
mill ! 

(3) Production depends further on the divclopim nt qjlcredit, 
banking and trans port facilities . 'I he manufacturer is seriously 
hnrfifenppcd if Tircre arc no agencies to give him financial accom- 
medation. Pir, since greases the wheels of productive machinery. 
Also, there will not be much uh in producing got da unless they 
can he cheaply und quickly transported to their market*. 

(4) The p olitic al. ..factor is also a very important one. If the 
state takes a ^sympathetic view and lutivch assist* in production 
by providing intelligence, education and financial and other aids, 
production can bo acceh rated. 'J he Russian experiment is a suffi- 
cient indication of what can be achieved in this way. 

(5) Finally, there is the natural fac tor,.. Climate, roil, mountains 

and rivers are all nature’s gifts."" Their bearing cm production can 
hardly bo exaggerated. Floods, earthquakes and other natural 
calamities undo man’s work. Wo must learn to harness nature’s 
forces for the service of man if production lias to be increased and 
protected. . 

5. How to Measure the Volume of Production. We have 
seen that production is the source out of which tlio standard of 
living in the country can he maintained. Attempts have been 
made to measure tbc volume of production to sco whether a com- 
munity has adequate supply of goods and services at its disposal 
to satisfy its wants to a reasonable extent. The measure of pro- 
duction is the measure of the adequacy of the satisfaction of the 
wants of a people. 

There arc two methods generally applied for tho measurement 
of the volume of production: (1) Comus-of-production method, 
and (2) Ceneus-of-ncomo method. In both cases a unit of time is 
taken which is generally a year. During the year most of the 
crops have matured and have been harvested and monthly irregu- 
larit'es would cancel themselves out. Production of all types means 
a full course throughout the year. Tho incomes and profits, too, 
are estimated yearly. 
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According to the first method, production of all types of goods 
is estimated. The production of food products and materials is 
estimated from agricultural statistics. In India Government pub- 
lishes a blue book entitled “ Area and Yield of Principal Crops” 
which can help us in estimating the agricultural production of the 
country. But we want 'net’ production ; therefore we must make a 
deduction for carrying on agricultural operations, e. g.. amounts 
spent on seeds, maintenance of bullocks, repairs, renewals and re- 
placement of agricultural implements. Professors Wadia and Joshi 
while estimating the national income of India for the year 1913-14, 
deducted 20% from the total agricultural production on this account. 

As for mineral production, we can get the value of the various 
minerals produced in the country from the geological surveys pub- 
lished by the Geological Department. Here again a 20% deduc- 
tion may be made to find the net value of the minerals. We then 
come to industry. Government of India began publishing a few 
years before the war a booklet, ' Monthly Production of Certain 
Selected Industries in India’. But this is obviously inadequate to 
give us an estimate of the entire industrial production. In the 
western countries fuller statistics are available. Professors Wadia 
and Joshi estimated the total value of industrial production at 
20% of the value of raw materials. 

A precaution is necessary. We muBt avoid double counting, 
e.g., the value of cotton must not again be included while estimating 
the value of cloth manufactured. 

In certain cases, e.g., hides and skins, we can form an estimate 
from the export figures on the assumption that a certain percent- 
age is exported yearly. We must also estimate the value of the 
livestock. The Government of India publishes a quinquennial 
census of livestock with the help of which we can estimate the value 
of the livestock in order to know the total material wealth of the 
country. Here again to avoid double counting the value of their 
services to agriculture must be deducted The production of 
fisheries can be roughly estimated from the total number of fisher- 
men engaged in the industry at the rate of a few annas per head 
per day. 

Production does not consist merely of goods but abo of services. 
Therefore, on the basis of census figure?, we can estimate the 
earnings of the various professional men like doctors, lawyers, 
teachers, artisans, domestic servants, etc., at an average income. 
We cannot add together heterogeneous types of goods and services. 
We can only take their money value. But to eliminate the effects 
of price fluctuations, we can estimate them with respect to a 
base year. 

The second method (census-of-income method) depends on 
intensive surveys conducted in representative villages and towns 
and using them as the basis. 
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It would seera from the procedure outlined above, that it fa 
impossible to eliminate elements of conjecture in such estimates. 
Mathematical precision is etm'ply out of the question. Comparison 
between two distant years is further rendered difficult by differ- 
'enoes in qualities of goods, new designs and models or by the pro- 
duction entirely of new commodities and services. People’s require- 
ments may also change with changes in tastes, in the size and the 
composition of the population so that the same volumo of production 
may not mean the sarao satisfaction. We cannot therefore really 
say with any exactitude whether people’s wants are more fully 
satisfied say in 1948 as compared with 1938. 

But it cannot be denied that tv rough estimate can be made 
which -can be used as a working basis for practical purposes. It is 
always possible to say fairly accurately whether the pcoplo are 
enjoying a better standard now than they did say 25 years back. 
Professors Bowloy and Robertson who conducted an inquiry into 
tho statistical position of India in 1933 submitted their report 
under the heading t A Scheme for an Economic Census in India'. 
They confirmed the" view generally held that there is a statistical 
blackout in India. 

6. Productive Capacity in Relation to Wants. The aim of pro- 
duction is to place at tho disposal of the community goods and 
services of requisite quality and in sufficient quantity to satisfy its 
multitudinous wants. Has it succeeded in this nim ? Is the pro- 
ductive capacity of a country sufficient to meet the wants of its 
people ? Can a country produce enough to satisfy tho desires of the 
people for tho various types of goods and services 1 

There are people who would answer this question in tho affir- 
mative. They hold that the productive machinery has only to be 
put in the proper gear and it will be able to turn out enough goods 
for everybody. Let production bo keyed to the highest pitch of 
efficiency. This can be done by training every worker in the latest 
methods of production and by introducing the most modem machi- 
nery and processes. This war has demonstrated that targets un- 
imaginable before can be hit. America alone has been p.oduciug 
more than 5,000 planes every month. It is simple arithmetic that 
if this process is continued America alone can supply everybody 
with an aeroplane. Ammunition and other war materials were 
coming out at a bowilderin ' speed. Even tho most sceptical must 
have been convinced of tho marvels of machinery. ' 

It is believed that when the huge productive power oroated to 
meet the requirements of global war is fully switched on to civilian 
production, consumer’s goods will pour out in ever-increasing stream 
so that the markets will be flooded and everybody will bo able to 
satisfy his wants. What a fine dream 1 But it is said that it i 3 not 
a mere 'dream. 

The world is fully familiar with the phenomenon of over- 
production. During the last world-wide economic depression in 
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Somebody was needed' to bring 'them together and organise them 
for work. Hence the emergence of tho entrepeneur. 

8. Classification of Factors of Production. Tho factors of 
production hn.ro been classified os Land, Labour, Capital .and Organi- 
sation or Enterprise. Land in Economics does not mean mere 
soil ns in the ordinary speech but the whole of animate and in- 
animate nature exclusive of human beings. It is synonymous with 
all the natural resources available from air, water, from above the 
land surface and below it. 


Similarly, labour does not mean morely physical or manual 
exertion but all type of work done by man for a monetary reward. 
It is synonymous with man. 

By capital is meant the whole of the stock of wealth consisting 
maebino tools, implements, raw materials, etc. which is used in the 
production of further wealth. ' 

Organization consists of bringing the above three factors 
together, assigning work to each. The entrepreneur, who supplies 
this factor, designs, initiates and directs production nnd bears the 
risk. 


9. Can the Factors he Reduced to Two ? Some economists 
reduce this classification from four to two. Land and Labour or 
Man and Nature on the ground that they are the only original or 
primary factors that capital has no independent origin and is merely 
the outcome of the efforts of Land and Labour, while organisation is 
merely a form of labour But, whatever, the origin, capital as a 
distinct factor of production performs a very important function and 
occupies «n important position. Similarly, the entorperneur’s work h 
of a distinct type and ho is remunerated on a different basis 
T f' c t,lat the entrepreneur plays today overshadows that 1 
played by other factors. The fourfold classification would therefore? 

today. rePrC3ent th ° COndlt,ons P revai]in S ^ the economic woild 

10. The Traditional Classification Criticised. This climiS™ 

kinda of labour and marked difference? within land iLr 

sxs3££r“' rfi - sssr tt; 

T 3£?Sf. aiS r t’r“„L d itl“ e tt" ° r 

place of macbin ery^an d vice verm the 

abili ty ’ may ~be,ab] e • to^av?h^^am'taT~^ri C i^^ re i >rGa ciu by bis 

tbe-Bubstitution of his skiilTorfhemr- — ~-^. b °^S_.'X hlc!t -- nieaiis 
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'Moreover. the separation of land from ca pital seems to have 
no logic behind it. To an individual land is capital as it assists in 
the production of further wealth. Land has been separated from 
capital because it is limited' in quantity, is a free gift of nature and 
is permanent. It minutely varies in quality and lacks mobility. It 
may be pointed out that some land js also man-made. Half the 
area of Netherlands amounting . bo 1 3,200 square miles has been 
recovered irom the sea. The Back-Bay Scheme in-Bombay also 
made some addition, however small, to the land surface of Bombay 
City. But it must be admitted that such' efforts are almost 
negligible and the. differences pointed out above are real, though in 
old countries most of the upper land surface may be considered 
* man-made ’ These differences, however,, for. the purposes of 
economic classification, have no real - meaning. Similarly, peculiari- 
ties of labour have been exaggerated. , This fourfold classification 
would have some meaning if it could be shown that these cate- 
gories of the agents of production are subject to the operation of 
different laws of production or distribution. ThiB, however, is not 
the case and the classification seems to have no scientific , reason 
behind it except that it is a convenient way of studying the' subject. 

Instead of there being four factors of production, it is now sug- 
gested that there are millions of factors, each acre is a factor of 
production and so is each worker. In the words of Benham any 
ingredient which “ goes into- the productive process at any stage is a- 
factor of production”. ,, He suggests, however, that for purposes of 
simplification all uniform -types of land may be put together and 
called one factor and , so all homogeneous labour. This would 
reduce, to some extent, the number of factors. But it should 
still run into hundreds. 

‘ , Although we must reject the traditional classification of 
factors on scientific grouads, yet in an elementary study it can 
be. retained with advantage to the student who will find the 
arrangement simpler and conducive to easier understanding'. It 
will do him no harm, as he has been told that «it carries no 
economic significance. All these ‘factors of production 1 are scarce 
and are capable of alternative uses. The Law of Choice applies 
to them as it applies to consumers’ goods which they produce. 
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CHAPTER VII 

AGENTS OF PRODUCTION- LAND 

Importance of Land as a Factor of Production. Land, as 
already defined, stand* for natural resources. 

1. Meaning of Land. In tho words of Marshall land means 'the, 
materials and the forces which nature gives freely for man’s aid, in 
land and water, in air and light and heat.” 1 . Nature not only gives 
us land surface but also mountains which provide us with forests and 
pastures, rivers providing fish, fertilising material and serving as a 
high-road of commerce ns well ns sources of electric energy, and seas 
and oceans — a perennial source of fish and connecting link between 
one continent and another. The bowels of the earth are full of 
minerals so indispensable for the running of industry. Air, sunshine 
and heat are necessary for our crops, nay, for our very existence. 
The term land epitomises nil this. 

In every stage of economic evolution, nature has been the man’s 
most useful ally. In tho hunting and the fibhing stage, nature 
supplied food almost spontaneously and sustained human life. In 
the pastoral stage but for land surface and the. pastures and meadows, 
herds of cattle and sheep could not be reared and kept. The 
util.ty of land is obvious in the agricultural stage for how else could 
man grow his crops without soil, air and sunshine ? When ngri- ■ 
cultural stage gives place to handicraft and tho industrial stage, land 
is still essential. Every commodity that we use can directly or 
indirectly bo traced ultimately to land. Look in whatever direction 
we may, our debt to naturo is immense and obvious. Our very 
existence would be impossible without it. In Marshall’s _words, 

' “ Earth’s surface is a primary condition of anything that a man can 
do, itTgTvea hlrn rooni for his actTons.’’' • 

2. Peculiarities of Land. In contrast to other factors of 
production land presents certain well-marked peculiarities, which 
have a direct bearing on some important problems of Economics, 
e.< 7 ., of determination of coonomie rent and the theory of population. 
^ (t) Land is a Xaiure’s Oifi. It is, however,, pointed out that 

man has reclaimed forest land and marshes through his own effort 
by expensive schemes of clearing and drainage, and that by ad- 
mixture of clay and manures he has changed alkali land and deserts 
into fertile fields. ’Land is as much ‘man-made’ and a ‘produced’ 
factor as any other. Whatever may have been the position in the 
beginning, it is said, modem generation is not so much disposi d to 
regard land as a gift of nature. 

But man’s achievements in the making of land are insig- 
nificant as compared w ith what nature has done for him. As for 
air, sunshine and location of a plot of land, man has done (uaetically 
*• Marshall— Principles ol Economies, 1 U 30 , p, 133. 
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nothing and they are as much a part of nature as the land surface 
itself. ° We shall, therefore, reiterate our debt to nature for this 

8 if ^ , fV r- . . 

(iif Lind is limited in quantity, tt cannot be increased, Man’s 
efforts in this direction, as lias already been mentioned, are negligi- 
ble and have not resulted in any appreciable increase in the land 
*■ area. It is said that land has no supply price. It has no cost of 
production. Price of land prevailing in the maiket cannot affect 
its supply. Higher price cannot attract more of it and a low price 
cannot lead to its withdrawal ; Land is there ,and there it will 
remain. There is no difference between stock and supply in the cases , 
of land. That is why as population increases it comes to command 
a scarcity rent. , , , . , 

0(in) Landjs permanent. In spite of the havoc wrought , by 
bombing in"the war, land will resume its productivity after a short 
and simple treatment. There are inherent properties of the land 
which Ricardo called 'original and indestructible.’ 

^\iv) Land lacks mobility in the geographical sense. Although 
some vine.growing clay has been transported from France to Cali- 
fornia, yet land cannot be bodily transferred from one place to 
another, a fact which is responsible for disparity of rents in different 
-i places. , 


(v) Finally, land provides infinite variations of ^degrees of 
fertility^ and situation, so that n(T*t wo" pieces of land are exactly' 
alike. This peculiarity explains the concept of the margin of 
cultivation. l,v s ’> 'i » 1 f 'ai’j ! ' , *' ■ 

3. Productivity of Land and the Factors on Which it Depends. 

The value of land’s contribution to production depends on its pro- 
ductivitywjiich,- in its turn, is determined by several factors. 

■ws <dural Factors. The most important set of i factors on 
which the productivity of land depends are the natural < factors. 
Some parts of India, like the rndo-Gangetic plain are very fertile, 
others are arid and barren, and then there are deserts like Rajput- 
ana. They are what nature made them. Distribution of rainfall is 
all nature’s part and man is helpless. Indian agriculture is said 
1° ‘a gamble in th e rains.’ Some parts of the globe are hot and 
others cold. What can man do 1 Thus the texture of the -“soil, ( 
climate, minerals, mountains and the river systems are (beyond 
human control. Productivity of land, therefore, is “ largely deter- 
mined )yf natural factors. ' . 

\sfii) Human Factors. But productivity also depends on the human 
factor. Man has tried to make a conquest of nature. Forests 
have been cleared, marshes drained off and th rough irrig ation 
faQilitios... the„_barre n lan ds.Jiay.e been, .transformed ..into.,, .smiling 
gardens. Electricity has been generated from rivers, pent-up energy 
ofnafiire has been pressed into the service of man to make summer ' 
cool and winter warm, and to turn night into day. This story of 
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man’s conquest of nature is a fn-.dmling story. Somewhere nature 
has been completely conquered, at other places held fit bay and at 
rtill other places its inclemencies mitigated and bounties enhanced. 
Man tries to control nature and mould her into yielding the best of 
results. But scientific system of rotation, judicious selection 
and careful sowing of tbo seed, deeper ploughing and 
hears' manuring, the yield por acre has been immensely increased. 
You have simply to compare the yield per acre in India and America 
and you will see what difference the application of science to agricul- 
ture 'makes. If left alone, nature would havo yielded a fraction 
of what it yields today. This is due to the human factor aiding 
tho natural factor and controlling it where necessary. 

(tit') The Situational Fac'or. Another important factor on 
which the productivity of land depends is the situational factor. A 
plot of land even of comparatively poor quality situated near tho 
city is considered much more productive than one situated in a 
remote part. Situation makes all the difference. Accessibility to 
market enhances considerably the valuo attached to a piece of land 
for saving of transport cost makes sometime a lot of difference. 
Here again man can do much to minimise tho disadvantages of 
a bad situation by providing efficient and cheap transport facilities. 

4. Extensive and Intensive Cultivation. We have seen that 
men’s efforts have been directed to wresting tbo mnximum re- 
ward from niggnrdly nature. There are two methods of culti- 
vation adopted by man, (1) Extensive cultivation, (2) Intensive 
cultivation. 

In extensile cultivation , man brings more and more land under 
tbo plough without making any appreciable increase either in his 
own effort or in tho capital that he applies to land, 1 Ho cultivates 
a plot of land and when its natural properties have been exhausted, 
he takes in another and so on. Now land is cultivated, and the old 
one is left fallow. Wo sec in India some fields of a farmer are left un- 
cultivated for a season so that they may naturally recuperate their 
productive powers. In new countries whore land is enough and to 
spare, man follows the extensive method of cultivation. His aim is 
to maximise the return for his effort and capital even though it may 
involve a wasteful use of land. Under such conditions an individual 
farmer has at his disposal a large tract of land which produces 
enough for him. Hut he does not bother about the proper treat- 
ment of land, because land is abundant and cheap. 

The other method is known ns tho intensive method of cultiva>. 
tion. In this casejand is supposed to bo very much limited so that 
a farmer has only a sniall holding. Naturally he must mnke the most 
of ifc. He Is prepared to work hard on it himself and invest lot of 
capital. He must buy the best of implements and till the land 
thoroughly and deep. He must select his seed with a meticulous 
care and sow them with proper spacing. His farm must have 
ample irrigation facilities To'make up for tho loss of producteiv 
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powers the farmer must put in sufficient natural or, artificial manure. 
He must adopt a plan of systematic rotation. In short, his method 
i must be scientific. Only then he can mike his small farm yield the 
most. "In this case there is increased^ ^application^ of labour and 
capital as distinguished from . tKe'UfsE .method [where there is increas- 
ed 'use 'of land. | , 

’ 5. Does the Extensive Method Imply a Layge Farm and the 
“*• Intensive Method a Small One ? Not necessarily. We generally do 
find that where land area is vast and farms are large, the farmer 
follows the extensive method of cultivation, and where land is 
relatively scarce he must cultivate the same plot of land more 
intensively. But this is not always so. In the U. S. A. and Canada 
there are very big farms but the farmers make them yield the 
most by adopting the latest scientific methods of cultivation which 
we have called the intensive method. In India, on the other hand, 
where the peasant is poor and ignorant, cultivation is being carried 
on by the most primitive methods which may be called the 
extensive method. Hence extensive methods and large farms, 
and intensive methods and small farms do not always go to- 
gether. _ - 

6. Organisation of Farming. Productivity of land also depends, 
among other things, on the way in which it is organised. There 
* are several systems of farming prevalent in the world and they «an 
be broadly classified as under : — 

(i) Peasant Proprietor System. . In this system tho owner of the 
land, is also tho cultivator. This system prevailed m Russia beforo 
the Red Revolution and even now prevails in Prussia and France. 
It prevails in East Punjab. 

Several advantages are claimed for this system. 4 The farmer, 
being the owner, does liis' best to develop and improve his IandiUHo 
. is sure that Jhe will reap whore he has sown, X The care and affection 
and assiduity that is devoted to - land is almost proverbial. As 
Arthur Young Bays, “ Gi.v&.a.ma na secur e tenure o f a .rock.ancLhe 
. ITiM tHP.it Jnto a gard^h^iye.himta nine ’years’" lease, of..., a ..garden 
*%d he will furnlijnk),a desert,*? — “the magic of property turns 
sandTnto~ gold” . Productivity per acre will’ be very high and 
nothing will be done to damage the land and everything will be 
done to conserve its energies and improve its value. The farmer 
f works ungrudgingly and unsparingly. 

SooiaLond political advantages, too, are olaimed for this system. 
Itprqduces hardworking, , self respecting and law-abiding citizens. 
TEeyare considered the backbone of society, and at the time of war 
tlfcy areTthe most fertile recruiting grounds. Having a- stake in 
the country, they make for social and political stability. The son 
follows the father’s occupation and enjoys all the benefits of inherit- 
ed skill and family prestige and traditions. 1 

But the system is not, free from defects. The Holdings are 
generally small and there is a tendency for further subdivision and 
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fragmentation of holdings. A small farm does not provido a full j 
Boopo for the organising ability of an enterprising farmiug, nor any 
scope for scientific rotation of crops and for the use of modern 
machinery. The capital at the disposal of the farmer is very 
meagre., ' As a matter of fact, the dead weight of debt presses him 
down. /He is born in debt, lives under debt and dies in debt passing 
the debt on to those who follow him./ Progressive agriculture and 
making an enlightened use of t-ho-Iand is not , possible - under, such 
conditions. - • . 


, Socially ' and politically, too, the system is defective. The 
peasant’s frugality borders on parsimony and we have an under- 
nourished population, ignorant, superstitious and conservative, who 
do not keep an open mind but resist the flow of all modern ideas. 
Such people act as a drag on political progress for they, dread all 
change; • 

The greatest obstacle in the path of Indian agriculture is this 
system. The abler farmers cannot acquire more kind, R strictions 
on transfer ofland make for divorce between the ownership of land 
and ownership of capital. Capital cannot flow towards land under 
this system. In the absence of any co-operative action, the farmer 
is seriously handicapped in marketing his produce. Wc would seriously 
hesitate in recommending this system for adoption dr extension 
elsewhere. •• • 


(if) The' Landlord and Tenant System or Zamindari System. .As it 
prevails in England the landlord besides giving his land, provides 
farm house and fixed stock, builds roads and drains and makes 
other permanent improvements, and the tenant provides stock and 
■running expenses. The tenant-farmer is a sort of entrepreneur. He 
buys seed, hires labour, carries on all the agricultural operations, 
meeting all the expenses and appropriates all the profits after 
■paying a fixed cash rent to the landlord. , This system prevails in 
.England. On the whole it works- well. The tenant-farmer appre- - 
dates the value of the landlord’s equipment. But the. Indian 
zamindar is simply a blood sucking pipe drawing rent collected 
through heartless agents.. The . landlord. lives in tho city loading- a 
luxurious .life taking .little interest in land., “Next -to war, 
pestilence and famine,” says Carver, “the worst .thing that ■ can 
happen to . 'a rural community is absentee landlordism.’.’ This has 
certainly fallen to the lot of. our xuraT community. -b 


(tit) The Metayer or the Batai System. It • prevails m 'Southern 
Europe and also in some Southern American States. It is also verv 
common in East. Punjab villages. The cultivator, finding - his 
own land insufficient, takes ifc from another' owner who himself 
cannot cultivate it. The produce is divideddn agreed proportions' 
generally 50-50. .This system has .the merit of adjusting tho rent 
according to fortunes of cultivation, if the crops fail then tlve rent 
which the tenant has to pay. is automatically . adjusted, for he ha^ 
to pay only a share of the actual produce. But the tenant cannot 
have the; heart to put in more effort and capital when the owner 
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of 100 acres each and the commonest sizejs 60 acres. This explains 
why Indian agriculture isveryinefncient. 

3, Law of Diminishin! Returns. In the absence of the 1 nv 
of diminishing returns “ the science of political economy, ” says 
Cairnes, “ would be as completely revolutionised as if human nature 
itself were altered.” Such is the importance of the law of diminish- 
ing returns in economic theory. 

The Law of Diminishing Returns can be studied from two 
points of view : (1) as it applies to cultivation of land ; and (2) as it 
applies every where, 't.e. 7 the law in its general form. 

It. is the practical experience of every farmer that increased 
application of labour and capital to a piece of land does not yield 
proportionate return. If by doubling labour and capital be could 
double the yield of his land, it can be easily' seen that only one acre 
of land could be made to produce as much wheat as could suffice for 
the entire population ol the world. That this cannot be done is 
simply' due to the fact that if he doubled his investment in land, the 
yield would no doubt increase but it would noTTTe double, i.e., the 
increase in the yield will be less than proportionate. As a farmer goes 
on 'applying successive 1 doses’ of labour and capital to his farm, the 
extra yield that he obtains by the application of each successive 
dose goes on decreasing. Tfle total output will increase but at a 
diminishing rate. It is just the law of diminishing utility' applied 
to the cultivation of land. In the law of diminishing utility, too, 
we find that the extra utility goes on decreasing as more and more 
units are consumed. 

9. Limitations to the Law of Diminishing Returns, (i) Im- 
proved methods of cultivation, it is assumed that the conditions of 
cultivation are static and not dynamic as they actually are. There- 
fore we find that in actual practice man’s ingenuity is ever-striving 
to counteract the operation of this law by improving the technique 
of cultivation. Scientific rotation of crops, improved seeds, modern 
implements, artificial manures and better irrigations! facilities, 
etc., are bound to give increasing return. But science cannot keep 
face with the increasing demand for food on account of increase 
in population. The niggardliness of nature mnst ultimately assert 
itself and the Law must operate sooner or later. 

(«) New Soil. Again, when a virgin soil is brought under cul- 
tivation the additional return for each successive dose of labour 
and capital may increase for a time and after a point the tendency 
to diminishing returns will be visible. Prof. Marshall has stated 
the Lav in its final form thus : — 

" Although an improvement in the arts of agriculture may' raise 
the return which land .generally' . affords to any r given amount of 
Capital and labour, and although capital and labour already applied 
to any piece of land may have been so inadequate for the develop- 
ment of fits full powers, that some further expenditure on it even 
with the existing arts of agriculture would give more than a 
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proportionate return yet these conditions are rare in an old country 
and — exeep tf~ when they are present, the application of increased 
capital and labour to land re ill add a less than proportionate amount 
to the produce raised unless there be meanwhile an increase in the 
skill of the individual cultivator. Secondly, whatever may be the 
future developments of the arts of agriculture, a continued increase 
in the application of capital and labour to land must ultimately 
result in a diminution of extra produce which can he obtained by a 
given extra amount of capital and labour.” 1 


10. Tabular Representation of 
Returns. Consider the following table 

Yiddin mounds of wheil, from a 50 

the Law 

-acre farm. 

of Dimi nishing 

l 

2 

3 

4 

No. of Workers Total Produce Marginal Produce 

* verage Produce 

1 

80 

80 

80 

2 

170 

90 

85 

3 

270 

100 

90 

4 

368 

98 

92 

5 

430 

70 

86 

6 

480 

50 

SO 

7 

504 

24 

72 

8 

504 

0 

63 

9 

495 

-9 

55 

10 

470 

-25 

47 


From- this table it appears that there aTe three different con- 
cepts of the Law of Diminishing Returns 

(1) La id of Total Diminishing. Return s {Column No. 2). 'In this 
sense, the returns begin to diminish from the 9 th worker. Every 
successive worker. employed does make some addiiionto the output. 
But the 8th adds nothing and the 9th and 10th are a positive 
nuisance. As men cannot be had in begar (gratis) no prudent fanner 
will employ more than seven workers in the conditions represented 
by this table. 1 

(2) Law of Diminishing Marginal Returns (Column 3). The 
marginal returns go on increasing up to the 3rd worker. This is so 
because the proportion of workers to laud was insufficient and the land 
was not being thoroughly tilled. This phase of cultivation is un- 
stable and will not he found in practice. When the farmer knows 
he can get more than proportionate return by employing an extra 
hand, he will certainly do so. The marginal, i e., the additional 
return, .goes on falling from the 3rd man onuards till it drops 
down to zero at the 8th. The 9th and 10th men are merely a cause 
of obstruction to the others and are responsible in making the 
marginal return negative. It should be remembered that the 
t» Marshall — Principles of Economics, 15)3ti, p. 153 
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marginal return is not what can be attributed to the last man 
whose employment is considered just worth while, as all men are 
‘opposed to be alike. The marginal return is simply the addition 
that the marginal worker makes 

(3) The Law of Diminishing Average Returns (column 4). The 
average return reaches the maximum at the 4th worker, i. e , one 
step later than the marginal return reached the maximum. Then 
the marginal return falls more sharply. The tiro will equalise 
somewhere between the 4t'u and 5th, i.e., when the 5th works 
part time But we do not employ men in fractions in real life. 
Therefore it is not always possible to equalise the marginal and 
the average returns. It is also clear that it is possible for the 
average output to increase while the marginal output falls or, in 
the words of Chapman, “ a rise of the output per unit of expendi- 
ture is consistent w ith the fall in return per unit at the margin.” 

The Law of Diminishing Returns represents the most efficient com- 
hina'ion of factors. We see, therefore, that the stage 1-3 workers 
will not be found in practice, because the number of men is insuffi- 
cient to till the land properly. The addition of more workers 
will yield more than proportionate return. Nor will the stage 
Sth-lOth workers be found economical, because the extra hand doe 3 
not add to the total output, then why should the farmer incur 
the expenditure of employing him ? Here there is waste of labour. 
Therefore in actual practice the stage 3-7 workers for this farm 
will be found in operation. In this stage it is worth noticing that as 
the number of workers is increased, the average return per man 
diminishes, i.e., from 92 mds. to 72 mds. Also, as the proportion 
of land to labour is increased (looking from bottom upwards from 7 
men per square mile to 3 men per square, each worker having more 
land to himself) the average return per acre also decreases (504 to 
270 mds divided by 50). (Column No 2 gives tlie total output for 50 
acres and as you go upwards from 7 men in this column the total 
output goes on decreasing and hence the average per acre will also 
decrease). Thus land and labour are combined in actual practice 
in such a manner that as the proportion of any one of them increases 
to the other, its average product decreases. Thus Diminishing 
Betums Ehow most efficient combination of factors of production. 
You can get increasing return per man if you give him too many 
acres and you can get increasing return per acre by putting too many 
men on land. But you will be wasting acres in the first case and 
ruen in the other. Increasing return, therefore, may mean either 
the wasteiul use of land or of workers. Diminishing return on 
the other hand, will represent the most efficient combination of 
land and labour. 

How many men exactly wall the farmer employ ? He will not 
employ less than three because till ihen the marginal output (i.e. . the 
addition made by each extra worker) goes on increasing and lie will 
not employ more __ than seven because the 8th is useless (here the 
marginal output, i.e., the additional output when he is ^employed is 
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zero) and ,9th and lOtb are worse than useless. He will, therefore, 
employ any number between 3 and 7. How many exactly ? If labour 
could be hired free of charge, then the employer will go on taking 
more and more men even if he added little to the total product, i.e., 
till the marginal product is zero. But man is not a free good. Ho 
has to be paid a wage. The farmer will, therefore, compare the 
wage and the value of the marginal product. He will employ such 
a number where the marginal product is equal to the wage paid. 
This last worker considered just worthwhile will bo called the 
marginal worker. If the wage falls it may become worthwhile to 
employ more workers and vice versa. 

11. Law in the Intensive and Extensive Forms of Cultivation. 

It may be seen 1 that when either land alone is increased or 
labour alone is increased, the average return for the factor increased 
would diminish. This gives rise ' to two forms of diminishing 
return — Extensive and Intensive. The farmer first cultivates the 
best lands (considering both situation and fertility). So long as the 
value of the additional product exceeds the expenses of cultivation 
he goes on taking inferior and inferior lands, and he will stop 
further extension of cultivation where the additional income is equal 
to the additional expense. This is known as the marginal land. 
Considering the price prevalent in the market and the expenses of 
cultivating dt, it is found to he just worthwhile to cultivate it. This 
is the Laivof i Diminishing Returns in the extensive form. 

But when the farmer goes on putting more and more doses of 
labour and capital in the same piece of land, each successive dose will 
yield less than proportionate return. He will stop-further applica- 
tion of the doses where the extra expense is equal to the extra 
income obtained. The last dose, the application of which is consider- 
ed just worthwhile, is called the marginal dose. This is the Law of 
Diminishing Returns in the intensive form. 

It is well to emphasise that in this discussion it is assumed that 
the return or output is measured in quantity and not in value, other- 
wme it may he that the additional return has decreased but price 
having risen its value is higher. We shall not call it increasing 
return. 

12. Can the Law of Diminishing Returns he Counteracted ? 

. s - the law can be, and has been, counteracted. Anything which 
improves the quality of the land and makes it yield more, or any- 
thing which adds to the value of the yield will check the operation of 
the law. Use of modern implements, judicious mixing of soils and 
manures, careful selection of the seed and proper sowing, deeper and 
deeper tillage and the provision of ample irrigation facilities can 
enable ns to counteract the working of the law. Scientific, cultivation, 
in s.iorl, can check the operation of the Law of Diminishing Returns. 
in all advanced countries application of Science to agriculture, im- 
provement of transport and marketing facilities have held the law in 
abeyance. Agricultural ^ development in the West, especially in 
ussia, have had startling results. Such measures are badly needed 
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in India, for the bulk of our population depends on agriculture and 
productivity is almost the lowest in the world, ^ , 

13. Application of the Law of Diminishing Returns. Wo 

have discussed above the Law of Diminishing Returns in relation to 
land. But it does not apply merely to land. Its operation may bo 
traced also in other extractive industr ies like min ing. fisheries^and 
also in buildings. I 

» As for mines,* at first better situated and moTO accessible ones 
will bo worked and when mining operations are extended to less 
convenient and remote mines or when the same mine is worked 
deeper, and deeper, the return to labour and capital invested will bo 
less than proportionate. There is, however, one difference : the mine 
is just a store. Once exhausted, it is finished for ever, whereas land 
if properly treated is a perennial source of crops, i But it need not 
frighten us. Coal is valued as a source of energy and the energy 
can be obtained from wind, water and waves. 

The Lav.' also applies to fisheries. When fishing operations are 
concentrated on one point in the river or on the sea-shore further 
efforts will yield less and less catch Deep-sea-fishing miiy respond 
better and yield increasing returns. Here again it is probable that 
if fishing is conducted on a large scale with scientific apparatus for 
along time, returns will begin to diminish. But if left undisturbed 
for a season or two, the fisheries will recuperate and will become 
productive again. However, it must be recognised that it has to be 
left to nature. Man has no control and no means of culture just as 
he has in the case of land cultivation. 

, i i t < 

As for the buildings, those that are better situated will com- 
mand higher rents and as you move away from the centre, the rent 
will go on decreasing. The law cannot bo counteracted by erecting 
storeys on the building, for as you go up, inconvenience is increased 
and the rent decreases <- . , . < 

14. The Law of Diminishing Returns is Universal. It has 
been pointed out that the law of diminishing returns applies to 
agriculture and other extractive industries and one thing that is 
common in all these industries is the supremacy of nature. It is 
therefore often remarked that the, fart that'natvre plays in production 
corresponds Jo diminishing returns and, the pari which man plays con- 
forms to the law of increasing returns. The inference is that agriculture, 
where nature is supreme, is subject to diminishing returns, while 
industry, where man is supreme, is subject to increasing returns. . 

* _ Now there is no doubt that there are very strong reasons why 

agriculture' is subject to diminishing returns. The agricultural 
operations are spread out over a wide area and supervision cannot 
be vary effective. There is not much specialisation in the processes 
and every worker is expected to do a number of jobs at the same 
time. Scope for the use of machinery is very much limited. There- 
fore economies of large-scale production cannot be reaped. There are 
ifurther limitations arising from the seasonal nature of the industry. 
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,Tho ,ripening of ,'the. crop depends on sunshine ' and general 
weather conditions and must take its fullftime. So. the farmer is up 
against several bottlenecks. Moreover, the agricultural operations 
are likely to be interrupted by rain and other c T imatic changes. Man 
feels so helpless. There are numerous slips between the cup and the 
lips. A hailstorm, untimely rain or any other calamity like locusts 
or a pest may undo all the man’s efforts. Man is not a complete 
master of nature and no wonder that the law of diminishing returns 
operates in agriculture. 


Similarly, it is understandable that manufacturing industries 
'should be subject to the law of increasing returns. Here man’s 
ingenuity has the fullest scope to work itself. By the introduction 
of division of labour and the use of most modern appliances, produc- 
tion can be’ increased do unimagineable limits. Concentration of 
workers under, one ><roof renders supervision easy and effective. 
Nature’s 1 malignant influences are held constantly away. M&n is 
free to plan, undertake ahd execute. ' He can realise all the possible 
economies, internal and. external. 

f ( J t ) «* i 

The raw material, however^ represents nature’s part. If the 
raw material used is jarge in quantity, e.g., in sugar industry, paper 
"industry and pig iron industry, the prospects oi increasing returns 
will be somewhac limited. If, on the other hand, , the raw material 
costs are 'almost . negligible, as m the case of pin making industry, 
man has lull and fre t e held and possibilities of increasing returns will 
bo great indeed. ,, „ 


But it is wrong to classify industries as those subject to dimini- 
shing returns ' aha those 1 that are subject to increasing returns or to 
say that agriculture 5s subject to diminishing returns and manu- 
lacturmg industries to increasing return's. The law of diminishing 
returns ' applies ' every where. To borrow Wieksteed’s /words, “this 
law is' ds universal' as the law of life itself.’’ Its application is not 
confined to agriculture only ; it applies 'to manufacturing industries 
too. it ,the industry as oxpanded'too muoh and becomes unwieldy 
and unmanageable, supervision will become lax and the costs’will go 
up. 'The diminishing .returns will set in. 'The only difference is that } 
in agriculture they set, in earlier whereas in industry much later 1 and' 
a prudent industrialist may not allow that stage to come'for long. 
Agriculture, too, m the beginning has increasing returns: Hence 
both laws apply in afl types of industries extractive as well as manu- 
facturing. Aa a matter ol fact they are two aspects of the same law, 
which is also known as the Law of Proportionality. , * 


, 15 . Modern' Conception of, the Law, of Diminishing Returns, - 

The discussion of the law' of diminishing returns in relation to, land 
since the times of English 'Classical Economists, has obscured its real 
significance. There Ts nothing peculiar 1 about agriculture, for the 
law to be exclusively associated with it. ( ’As a, matter of fact the law 
has" been’ held at n'aught by scientific agriculture! -in progressive 



CHAPTER VIII 

AGENTS OF PRODUCTION-LABOUR 

1. The Meaning of Labour. In oar ordinary speech we 
understand by Labour ail factory and farm workers or a mass of 
unskilled manual labour. But in Economics the term labour is 
not used in this restricted sense. Any work whether manual or 
mental, which is und c r!akcn for a monetary consideration is called 
Labour in Economics. Again the term does not refer to the intensity 
of effort but its motive Effort and «kill are involved in the work 
of an athelete, an amateur musician or a painter'; a mother 
takes lot of pains in bringing up her child or a professor teaching 
his own son. These activities do not come under labour in the 
economic sense for they are undertaken for pleasure or for love 
and affection for others, that is, they are undertaken for non- 
monetary considerations Nothing is regarded as labour in 
Economics unless the motive is to earn money. In tho words of 
Marshall labour may be defined as "any exertion of mind or body 
undergone partly or wholly with a liew to some good other than the 
pleasure derived directly from the work.'' 1 

Marshall classifies workers as hard-banded or soft-handed. In 
the former ma}’ be included the work of engineers, artisans and un- 
skilled workers and in the latter the work of the * white-collar class, 
viz., professions like lawyers, doctors, teachers, preachers, etc. 

Labour may be e ter ted in the direct production of a commo- 
dity, e.g., making a chair, or indirectly in assisting the work of 
actual producers so that tho commodity reaches the hands of the 
consumers when they want it or where they want it, e.g., the work 
of transporting, shocking, distributing, banking and insurance, 
feeding the workers, supplying them materials and equipment and n 
host of people rendering direct personal services to the long chain 
of workers. 

The term labour in Economics is therefore used in a very wide 
sense and in the words of Nicholson ‘ must be held to include the 
ervy highest professional skill of all kinds, as well as the labour of 
unskilled workers and artisans ; we must include not onlv the labour 
of those engaged in business in the ordinary sense of tho term 
hut that of those employed in education, in the fine 
arts, in literature, in science, in the administration of justice 
and in government in all its branches ; and we must include apo' 
not only the labour that results in the permanent form but also that 
renders services which perish in the act. 3 

2. Productive and Unproductive Labour. Physiocrats 
the French economists of the 18th century, started this controversy 

1 . ? ’ .ra^ali — Pn nci ples of Economic ( 1936) p. 65. “ — — — 

% Nicholson — Elements of Political Economy. 
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of productive vs. unproductive labour by saying that only the agri- 
culturists’ work was productive. Later, the title was extended to 
cover the manufacturers’ work also. But even as late as Adam 
Smith the term productive labour was used in a very narrow sense. 
Adam Smith regards all that work unproductive which does not fix 
or realize itself in any particular subject or vendible commodity.” 
The services of the domestic servant axe unproductive as they perish 
in the very instant of their performance. He goes on : “ The labour 
of the most respectable orders in society is like that of menial 
servants unproductive of any value, e.g., the sovereign with all his 
officers both of justice and order, army and navy.” 1 This con- 
ception is wrong. According to this view unless labour produces 
‘material’ value, it is branded as unproductive. This notion emerges 
from the definition of Economics as studying the causes of material 
welfare. But according to our present conception of economics, 
it is concerned with the disposal of means which are limited in 
relation to wants. We would, therefore, regard all activity as produc- 
tive if it satisfies a human want by the utilisation of scarce means, 
whether it is a< tangible commodity or an intangible service. All 
the classes of people, therefore, whom Adam Smith regarded as un- 
productive. are really productive. In a sense, thus all labour is 
productive, v > 

What about* the labour which is wasted, misdirected or fails in 
its purpose, e.g., labour spent in digging the Panama Canal which 
collapsed ? Marshall 2 would' exclude this labour from the category 
of productive labour. But this too is not a correct view. Even 
the labour which failed to fructify did get the remuneration all 
right.- ^ No labour can be said to be .completely wasted. The 
failure is accidental and temporary. ‘ The motive was productive 
and the Tesult is immaterial.- 1 1 

There are .certain classes of, people, however, .who do not 
make, nor are they intended to make, any contribution to produc- 
tion in the community. They may, on the contrary, detract from 
it, e.g., pirates, dacoits, thieves, paupers, gamblers, illegitimate 
speculators; pick-pockets, etc. ' For ‘themselves their activity is 
sometimes quite productive’. But all such anti-social activities should 
be regarded as unproductive. The work of the quack or the one 
who ferments harmful liquors or drugs or that cf the writer of per- 
nicious books is regarded as productive in Economics as their 
services are wanted by some misguided people who are prepared to 
pay for them'. In economics, however, we are not concerned with 1 
the ethical side of the matter. Insurance work and legitimate v 
speculation are to be regarded as productive, because their services 
are useful to the producers. 

3. Peculiarities ' of Labotirt Labour is manifestly different ■ 

l. t Adam Smith : An inquiry into tho Nntnro and Causes of tbo WonTfch"* 
of Nations. 'Annotated by J. B. McCo'looli, pp. 93-94.’ 1 ' 

r 2. Marshall :"op. cit., ! p. 65,- 1 . Vti' ' > ' 
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the price of labour. That labour should be treated differently from 
a commodity is a social question rather than an 'economic question. 
To the economist, as an economist, social considerations are ex- 
traneous and irrelevant. The entrepreneur takes advantage of the 
.weakness of the sellers of other materials, if they are ignorant and 
have little staying power. The supply of several other and essential 
materials is often inelastic. These so-called peculiarities, therefore, 

•* should hot lead us to thinlc that laws applying to labour are vastly 
different; In all phenomena arising out of scarcity of means and 
multiplicity of ends, the same rule of economic analysis undoubtedly 
applies. 

4. The Quantitative Aspect of Labour. To estimate the 
' labour force of a country, two ' things have to bp considered, the 
number and efficiency, i.e., the quantitative and the qualitative 
. .aspect.- Let us take the quantitative aspect first, whioh relates to 
the problem of population. / 

/ ^-•''5. Malthusian Theory of Population. Thomas R obert 
' -Malthus,wrote his .essay on Principle of Population in . .l_798 ^and 
modifiecTsome of his cqnclusions.in the. next,, edition. in „ .The 

Essay created quite a sensation in the social and the economic 
world". The rapidly increasing population of England encouraged 
by a misguided poor Law impressed him very deeply and he feared 
that the pressure of population would pull, down the standard of 
living. He thought England was heading for a disaster and he t 
considered it his solemn jduty to warn his countrymen. He m deplor- j 
ed “ the strange contrastjbetweeniq yercare in b reeding animals and 
carelessness irTbr eeding men . ■ 

, "" ’"His’ theory is very simple. To use his own words : “By nature^ 
human food increases in a slow arithmetical ratio ; man himself*, 
increases in . a quick geometrical ratio unless -want and vice stop! 
him.” • ..I-:- • • - ' ' . . . J 


’ 7 • “The increase ini number s is ..(necessarily limited by the means of 
^subsistence.” “.Population invariably .= increases when ' the means of' 
subsidence .increase," unless /prevented ".'by' "powerful and ; obvious 
• checks.”, "V ' ' T ' 

He bases' bis reasoning on the biographical argument that every' 
living organism tends to multiply to an unimagineable extent. The 
-elephants double every 100 years. A single pair of thrush* would 
be equal to 19,500,000 after the life of the first thrush and 20 years 
. later 1,200,000,000,000,000,000,000/ and if they stood shoulder to 
shoulder about one in every 150,000 would be able to find a perching 
space on the, whole surface of the globe. According to Huxley's 
estimate the descendants of a single greenfly, if all* survived, and 
multiplied, would, ’at the end of one summer'. Weigh down the popu- 
lation of China. Human beings are .supposed to double, every 25- 
years a nd a couple can increase to the 6ize^f th’e presm£"pdpffiatiorr 
"i nT7o O_yearsrSo prolific is evexy 'Specie7 The“'pmvef 'o'f 7 pfdcfeatioii 
is mherent and insistent and must find expression. , ' f 

1. Brij Jjarain, Principles of Economics (1945) p. 316. . i • 
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But food supplv, according to Malthus, i? subject to the Daw 
of Diminishing Returns. Every effort to produce additional food for 
additional population gets leas than proportionate reward. The 
response is far less encouraging. Malthas, then, comes to the con- 
clusion on the basis of the above two premises, that population 
'ter, da to increase faster than food supply unless, of course, it is 
checked by preventive checks or positive checks like War, famine 
and disease. 

In short, the Malthusian Theory' of population states that popu- 
lation tends to increase very fast ; but food supply does not in- 
crease so fast. Hence population tends to outstrip the food supply. 

If preventive checks, like nvoidnncc or marriage, late marriage or 
less children per marriage, arc not exercised, then positive checks/ 
like war, famine and disease will operate, 

6- Criticism of the Malthusian Theory. The Malthusian 
theory of population has had mixed reception at the hands of the 
Economists. " ' 

1. The critics point out that Malthusian pessimism is not 

• borne out by history in the Western - ’ countries. Population - ’Has"' 
" increased but ft "lias not outrun the means of subsistence. In fact 

people are now enjoying a much higher standard of living " than 
Malthus perhaps could imagine. .According to his gloomy forecast 
the deluge would have come long ago. Not only has it 'not come 
but it is receding beyond the horizon. 

(2) People have made such a fetish of standard of living that 
the size hfjthe^fnmilies. has . been deliberately restricted by not 
marrying/'or marrying late or having at- the most one or two 
children, so that the social status of the future generation is 
assured and guaranteed. 

(3) Malthus thought that the increase in the means of sub- _ 

■ sistencc wonld increase population. Far from it. Increase in material;. 

prosperity .lias, perhaps, by lowering fecundity, checked the . growth 
of numbers. . 

(4) _M.althu.sjunduly_ emphasised - the . production ofifood, whoreas 
production of wealth in other forms has been found to bo a better 
way of combating the tendency to lower standards of life on account 

.of increased population. Production of food may be subject t-o di- 
minishing returns bnt a Country may produce wealth through manu- 
facturing industries enjoying the benefits of increasing returns and 
import its food from abroad. 

(5) The_glpomy.forebodingS-ofMaltLns have - been falsified also 
byjtbe^increasmg use of^contraecptives .by .the.. middle and upper 
Passes..' The" population of the Western European countries, es- 

• pccially that of France, has been notoriously stationary. ‘ 

V ■ H is, however, to be regretted that population is increasing at the 
\u rong end.' The poor people, who can ill-afford to brine up and. 
i educate children properly, are multiplying, whereas the rich, who 
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can replenish the bettor quality stock are, for selfish reasons*' 
applying" brakes on their breeding propensities. The result is the I 
impoverishment of the nation, 

(6; Malthus does not seem to have grasped fully the fact that 
the Law of Diminishing Returns can be held in abeyance ^almost - 
i ndefimtelyT" Re'markhb le~ developments' ’in" agricultural technique, 
meSSs"oTcommunication, exchange, etc., have successfully fought 
this tendency. The' Law of Diminishing Returns refers to the 
stationary equilibrium and it is wrong to apply it to the data of 
change. i;he..worldJs_dynamiQ, rather ■«, than- static— The law in 
its modern conception cannot form the basis of so depressing a 
theory as the Malthusian Theory of population. The increase in 
population may lead to more effective utilisation of other productive 
resources and thus produce .more than proportionate returns. 

Thus ” the production of population is not, one of mere size , 
but of effi oienT productidn and equitableTdistribution”. (Seligman) , 

"" Moreover, mathematical proportions given by Malthus have 
been challenged. But these were apparently introduced for pur- 
poses # of emphasis and did not form an essential part of his theory. 

%/Malthusian Theory applies to India. In spite of what has been 
said above there is a kernel of truth in the Malthusian theory. If 
population is not checked. either ._by„ positivo,_ohecks_or_jiroyentive 
cheoks, Jit .mu8t-„pul8trip,-.subsistence. „ It is bound to overtake 
scientific progress. The widespread use of contraceptives may be 
interpreted as prpof of his theory and it shows that preachings of 
Malthus have gone home. We m India find^our selves, m ...that „ un- 
enviablej)0sition,which.31althu8„feared. "We have the highest birth 
rate and highest death rate in the world. We have been increasing 
roughly at she rate of 1% per annum and what are the ■ conse- 
quences 1 Grinding .poverty, _ ever-recurring __ epidemics,, famines, 
communal quarrels, inianticide. at one time , the lowest ^standard Jof. 
lmng in the,wqrldi "it is" difficult to dispute the veracity of Malthus’ 
teaching so far as'Inffia, x China and other backward countries are 
concerned. 

w 7. Modern Theory of Population : Optimum Theory; 

Modern Economists have rejected tlie Malthusian theory of maxi - 
mum population, which, if exceeded, will spell misery m the country . 
Instead of the maximum population, modern economists have sub » 
stituted the idea of the optimum population. 

What does the Optimum mean ? By optimum population is 
meant the ideal number of the population that a country should 
have, considering the resources of the country. The , , o plimam—is.-.. . 
t he bes t and thejmost desirable, size -of the. ■countryV~..population, , 
It is - the" "right number. When a country’s population is ? 
neither too big nor too small but just that much which the country r 
ought to have, it is called the optimum population. Given a certain f 
amount of resources, the state of technical knowledge and a certain 
Btock of capital, there will be a definite size of the population at 
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which real income of goods and services per capita .will bo highest. 
/This is" the optimum size. The optimum number can therefore be • 
/ . defined as one at which ,pei - capita income is the highest. . 

Under -population and oicr -population. If the population of a 
country is below the optimum, i.e., below what it ought to be, then 
the country is said to be under-populated. The number of the 
people will be insufficient to take the fullest possible advantage of 
the natural and capital resources of the country. Some of the 
resources will remain untapped and unutilised* There will be less 
scope for specialization, and division of labour. Some jobs will lie 
unattended or only imperfectly attended. The productive schemes 
of the country will be hampered for want of workers. 

This is what hnppens in a new country. The resources are 
vast. Much can be produced but there are not men enough to 
carry on the work of production efficiently. Such a country is 
obviously under-populated. Any increase in population there, 
will he most welcome. It will supply a felt want. Increase in 
numbers will ofier more opportunities for specialisation and the 
resources of the country will be .much better exploited. Produc- 
tion will be conducted on a larger scale and the various economies 
of large scale production will be more fully realised. The large 
population will supply an adequate market for the goods produced. 
No industry will suffer from shortage of man-power. Under such 
conditions increase in population will be followed by an increase 
in per capita income. 

But this increase cannot go on indefinitely. When the shortage 
of man-power has been made.up, the per capita income will reach 
the maximum and wo shall say that the optimum has been 
reached 

If, however, population still goes on increasing and the opti- ' 
mum is exceeded, then we shall have a Btatevof over-population . 
There will be too many people in the land. There will not be enough 
jobs for the workers. There will be overcrowding. Too many 
cooks spoil the broth. Congestion will. lead to strife and some" 
"resources may he. damaged. At any rate the resources will not be 
sufficient to provide gainful employment to all. They will be 
- thinly spread over the teeming millions. Pressure on the soil will 
become unbearable. Per capita income will diminish ; standard of 
living will be low ; war famine and disease will be constant com- 
' panions of such’ a people. These are the symptoms of over- 
population., , i ' J 

„ ^ e » India, find ourselves at present in this unenviable 
position. How can we now get baelj to the optimum 1 We must 
attack the problem at two ends : \[if We must cheok the growing 
numbers, i. e., slow down the speed at which we are growing 
m the matter of numbers ; and^ti)-'we must develop our resources. 
Uursis a country, of utilised or under-utilised resources.’ The 
multi-purpose projects, execution of hydro-elootrio and irrigation 
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sd^kcs, sotting «|» of ii« indu-tric--. development of liman* of 
itanspart tire slope in t !ti< direction When we try to restrict 
our nurobere and maximise our productive enpaeitv, w.> are on the 
wad to the optimum. Income per capita will increase and may 
attain llie maximum. Thi-- is how the ojitimum will ho restored. 

The following diagram represents the three st sites (li under- 
popuktion ; (2) optimum ; and (ii) orer-populatinn 

We start with n (small population). Wo move up ; the pnpn- 
kl’um incr'M'.' - mid when we y 
r(VicU h it i> tie* optimum, 
from a to l it \vr»* a rtftt'* of 
nr4rr-popuhtiou and increase 
tferehi took us to the optimum 
h. Tjlhve reached h the income 
jsr capita was increasing, and 
ftt l it is the highest ; when 
Vi e cross P the pt capita in- 
mice 1ms started falling. Wo 
have exceeded the optimum 
population ami we have now 
over-population. If now we 
ferciwo the nmnhor, the pn 
capita income will increase, — - 0 

Under-population and over-population are relative terms. 
They arc relative to resources. A country is under-j)opulated 
because the resources are bigger. If the resources had been 
meagre, the same population would have meant over-population. 
Similarly, a country is said to be over- populated because its 
resources are inadequately developed. With a fuller development 
of resources the phenomenon of over-population may disappear, 
though there may be no decrease in population. Thus- what may \ 
ho called under-population or over-population under certain \ 
circumstances may eea»o to be so under different circumstances, t.r., / j 
tvhen there is a change in the state of the development of then 
resources. Even a small population may bo loo large if the resources 
are inadequate, and a large pojmtation rnay not be considered too 
much if there is n commensurate development of resources. 

O ptimum is movable and not Jived. It is not to be thought 
that for any count r5 r f"conpidenng"if's" resources, there is n certain 
fixed- optimum and one which will always remain the optimum ,for 
that country. The optimum is not rigidly fixed, ft advances and 
recedes according to tho increase or decrease of productive re- 
sources of ‘the country. 

The optimum is not something absolute. It is relative to the 
too o i nTI SUTe?' ~T)onsIHef fng the cxTcnf t<T which the productive 




122 


MODERN ECONOMIC THEORY 


powers of a country hnvo been developed, we might say that today 
this is the optimum size of its population. But if far-reaching de- 
velopment schemes are undertaken and successfully completed,, then 
it will be in a position to support satisfactorily much larger 
numbers. The per cipitn income will go up and we shall have 
n now optimum at a level higher than tho previous one. 

Tf, on tho other hand, some resources are damaged or destroyed 
by war or civil commotion, then tho present optimum population 
will become over-population and the now optimum will be at a lower 
level. 

The conditions injjvcrj'. country- are. dynamic _nnd„.not. .static. 
Changes are always taking place in tho technique of production; 
moro modem appliances are boing introduced, now processes and 
new materials are being discovered, capital is continually 
growing in volume ; natural resources are increasingly being harness- 
ed into" service. In these circumstances per capita income must 
increase ; but population also increases more or less. Hence what 
wo. regard tho right size of _the population to d ay . m ay.npp eaxToM.) 0 
under or overpopulation .tomorrow. Tho optimum thus is cons- 
tantly changing. It is not to bo regarded as a constant fnctor or 
a fixed number. 

it possible to ascertain the optimum f gNo,„ It is very difficult 
to say with respect to any country what is the optimum size of tho 
population for it. The..data_jis always .changing. As mentioned 
above new resources’ are constantly being tapped. The boundaries 
of technical knowledge are boing constantly pushed forward. 
The economic forces are seldom stationary. How can wo ask them 
.to stay so that wo may measure the productive capacity ? 

, To jiscertain, population,, is„no Joke. Wo_ know. .how -political- 

pr ejudices and m otives vitiated our population statistics. Thus it 
is almost impossible to find out the income per capital ‘ How can 
we say when it will bo the highest ? There is a very largo 
. element of conjecture in all such calculations. Various estimates 
have been made of per capita income in India ; Rs. 20 by Dada- 
bhoy Naoroji for 1867-70, Rs. 44 by Professors Wndia and Joslii 
- with regard to 1013-14, Rs. 11G by Findlay Shirraz for 1622, and 
Rs. 65 by Dr. V. K. R. V. Rao for 1631-32. But more of these 
. estimates commanded universal acceptance. It gave only a mental 
satisfaction to those who made the calculations. They had little 
practical importance. Thus thb discussion relating _to the optimum 
j has only a theoretical_qr academic” interest. ~~~ 

.'"•8. Is Increasing Population a Curse ? No. Not always. Nor 
is increasing population always a blessing.' The concept of tho 
optimum enables us to understand the movements in population 
' in their proper perspective. 
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With regard to India Darling once remarked that all blessing9 of 
nature or of good government were neutralised by increase in popula- 
tion. India is in fact over-populated. Poverty of which there is no pa- 
rallel in the world prevails here. The standard of living is incredibly 
lowj tlie death rate is the highest in the world. The spectre of famine 
frequently stalks the land which is also disease-ridden. Physically 
and mentally, on average, an Indian iB a poor specimen of humanity 
as compared with, say, an American or an European. All this we 
owe to our over-flowing population. Over-population is the greatest 
curse from which we are suffering at present. 

But increasing ^...p ppulation^isumot^ jxlwava„a„. curse. A large 
populationlaciiit ates eco nomic ,eo-operation_and._atimulates,,_produe- 
tion. There i s a bet tor s co pe fo r division .of Jabour .__and....specialisa- 
. tionT . Increaging population provides an _ ever- expanding,, market 
whi ch guaranteeS~B afe~and ^prdfit'abl e^ihve8tment3or^.capital. .We, 
in”lndia, may sFartanyindustry and it can be sure that the goods 
will command a ready sale. Our teeming millions constitute a limit- 
less market. Further, growing population makes for adaptability 
of the economic system. Some new industries are always being 
' started or new types of machines . are being installed. There is 
thus the need for new hands having the latest technical skill. The 
workers of the previous generation will not’ do. But in the country 
with ever-increasing population, the new generation is ready to take 
up new jobs. The productive system suffers no set-back or handi- 
cap. It quietly adapts itself to the new changes and the new needs. 
But incr easi ng ..popu lation is desirable only when 'population is 
* less than.ff i^w.lirnt im . i .e., when the man-power is not available 'in 
Budhproportions as to make for proper exploitation of the resources 
of the country. There is, in other words, a shortage of labour. In, 
these circumstances increase in population is welcome because it will 
lead to anpncrease in per capita income. If the population is in 
excess of the optimum, then a diminution will be desirable, be- 
cause it will yield better economic results. - 

Which is therefore better, increasing or decreasing population ? 
I t all depen ds_Qn-whatJs-theLatate jf-population. If it is less than 
tluToptiTaum increasing population will be better. If it is more 
than the optimum, then a decrease is desirable 1 .' What is needed 
is a movement towards, and the attainment * of, the optimum. We 
. cannot dogmatise and say either that the increasing population is 
better or decreasing -population is better. It depends .on the cir- 
cumstances prevailing in each country. 

' 9. Net Reproduction Rate. To superficial observers it might 

appear that the rate of increase in population can be ascertained by 
comparing the birth 'rate and the death rate. It would seem that 
the excess of birth s ov er deaths , represents th e n et, increase in 
populatlonTJ'Fof example 'the birth rate in* “India is 34*1 per 
thousand for 1938 and death rate for the same year is 24'3. We 
may rush to the conclusion that the rate of growth per year is 10 
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following ; table shows them' etbod : — . 

- -GtossandNetReptoductionRate in India 


* v 

■Ago ■■ 
Group . 

„ J 

Total number of’ 
children 1 born 
- per <1000 women 
passing .through . 
each group. 

' No. of female 
children horn 
per 1000 women 
passing through . 

' each group 

•* f V 

.Number of sur- 
vivors of each 
1000 female 
children born. . 

/> 

Number of sur- 
viving, women 
by whom pre- 
sent' wbmgh 
replace them- 
selves 

0 i 

-2 

3 J 

* 4 

*5 * 

m 

• 601*2 

332 

548 ; 94 

182 ' *' 

21 — 25 ' 

" 1670-2 ’ ' 

' •t'-Uj, v V' 1 

," 803 ' 

499*37 

. 401 

20 — 30 - 

• 1 465 G'S ' 

74 S . >' 

- 447*95 - 

* ! ' 335 , ' •' 


, v ", B 02;2 , . | 

§ M 4 ,; , 

. i$ 84 \ 38 ti , i 

1 ’ ’ | 

* / m .. ,, 

30—40 

430*5 - ' * ! 

. •' ■ 207 f | 

" ' 339-77 1 

L 

-a 

o. 

1 

41—45 

/ 188-8 / •/ 

* . / - .91 

( 285 * 32 ' - 

: »«' 
j v-v-sp 

46—60 

-, - . 79-9 

38 '' < . 

234-01 / 

; “/ *i< •- 9 '''-*' ' 



. 2053 

2747 - 74 * 

i t ■' 


It is 1*119. This means .’that one woman is 


, 7 ~- - 'i . y.,~ * V - - , 07 ,,: .. v# vww _ 

number of female children born pier 1000 women. ’ * *• ‘ ~ 

r Vt/^, 2653 2ir" %vr ’; . ,J ‘- " ’ % r ‘ l . -v * . 

, ,iooo~ 2 ® 6 : . ; j. j:;.:,,.. 

The net reproduction rate -is shown- by.. column 5,'i.e., the 
number of surviving women by whom present' women:- replace 

themselves . ' It is ' = 

replaced by 1*119. ] Instead -of - 1000 r woman 1 there are left 1196 
women/" This shows, the increasing. population. 

. , The gross and net reproduction nates are given* per unit and 
not per 1000 or , lOOi ' " 1 * i /" ,J 

, The following , are .the gross and net reproduction , rates of some 
other countries. 2 . •/; 

Country ■ Year \ t * Gross . •. Net . ■ 

U.S.A. 1935 / 1.062 • 0*961* ‘ n - 

Japan 1937 . 2-145 5 l- 44 - 

France " 1936,,' ‘ • ,1-010/ *‘ * •- ''V0* 88 - 


War, p. 16 


1 . Bnj Narain — Indian Economic Problems, pre-war, War and Post- 


2 . Brij Narain— Indian Economic Problems, Prewar, War and Post-war 
, V • 19 , 
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Ireland 

1033.37 

1*380 

1*102 

Netherlands 

1037 

1*230 

1*119 

England and Wales 

1037 

0 833 

0*782 

Scotland 

1033 

1*073 

0 001 

Sweden 

1033 

0 S79 

0.783 

Switzerland 

1940 

0 877 

0*703 


In this table U.S.A, Era nee, England and Wale-?, Scotland, * 
Sweden and Switzerland hare the not reproduction rate ns loss 
than 1-0. They represent a declining population. Tor example 
in England 782 women survive per 1000. It is an example of 
most declining population. In other cases it is more than 1*0 
which means a growing population. 

10 . The Qualitative Aspect of Labour — Efficiency. Labour 
supply of a country is not merely a question of quantity. The 
quality of labour or its efficiency is as important. In his evidence 
before the Indian Labour Commission, Sir Alexander McRobert 
pointed out that an English worker was 3*5 or even four times as 
efficient as an Indian uorkcri What is the reason ? 

11 . Factors of Labour Efficiency. There nro several factors 

which explain the relative efficiencies of the workers in different 
parts of the world or even in different parts of the same country. 
The following are some of the mam tnctors which nffect labour 
efficiency : — * 

' (1) Racial Qualities. Labour efficiency largely depends on 

lioredity and the raciul stock to which a worker belongs. Tho Jat 
of tho border districts of East Punjab is very sturdy, strong 
and enterprising. The Bengali or a worker from the U.P. is mo match 
for him m physical endurance. They belong to different stocks 
and exhibit the quahtios of their respective stock. 

(2) The Natural and the Climatic Factor. A cool bracing climate 
is conducive to hard work, whereas the tropical climate is enerva- 
ting. Where sustenance has to bo wrested from nature by persist- 
ent efforts of man, tho human stock is superior to that where 
nature is bountiful. Tho bounty in nature breeds in man indolence, 
lethargy and listlessness. Thus the inhabitants of cold and tem- 
perate regions, where nature is niggardly, aro moro hardy and 
efficient than those of the tropics or sub-tropics. 

(3) Education — Technical and General. Education stimulates and 
strengthens right typo of instincts and builds up character. There 
is not the least doubt that an educated worker will bo moro 
resourceful and behave in a moro responsible manner. A techni- 
cally trained hand is bound to bo moro efficient. 

(4) Individual and Personal Qualities. A worker’s efficiency 
depends upon his personal qualities. If a worker has a stronger 

* physique, mental alertness, intelligence, resourcefulness and initia- 
tive and if he is sober and possesses a higher sense of responsibility, 
he will be more productive. He will need Jess supervision and 
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driving. Ho will not wa9te time or materials and he will use the 
machines more carefully. In a word he will be more efficient. 

(5) Industrial Organisation and Equipment. The level of organi- 
sation and the nature of equipment supplied to the workers 
determine their efficiency. Second-rate entreprebeur using second- 
hand machinery and third-rate materials cannot turn out first-rate 
products. Labour efficiency also depends upon the skill and the 
ability of the manager. 

(6) Factory Environments. If the surroundings are depressing 
labour efficiency must be low. Cramped factories, which are ill- 
ventilated and imperfectly lighted which are situated in crowded 
cities and which have unclean and insanitary surroundings, cannot 
call forth the best endeavour on the part of the workers. On 
the' other hand, cheerful and bright, environments are conducive 
.to much better work. 

(7) Working Hours . Efficiency also greatly depends on the 
number of hours that the workers are called upon to work. Long 
hours with no suitable pauses and leaving no time for relaxation 
or recreation, cannot, but impair labour efficiency. If the worldng 
day -is of a shorter duration the worker will put forth better effort. 

(8) Fair and Prompt Payment. A well-paid worker is generally 
contented and puts his heart into the job. This is especially so if 
the wages are promptly and punctually paid. If the workers are 
•not paid well or paid in time, they lose all interest in the job. 
The job is thus not done well, A good wage will ensure an ade- 
quate supply of food, clothing and healthy housing conditions 
which must improve efficiency. 

(9) Labour Organisation. An organised effort is always more 
. effective. If labour is properly organised both inBide the factory 

through a proper division of labour and outside in the form of a 
strong trad^e union, their efficiency will go up. 

(10) Social and Political Factors. Social Security Schemes 
guaranteeing freedom from want and fear, and which remove the 
dread of unemployment that always hangs over head like Damocle'a 
sword are hound to invest labour with dignity and respect. They 
vdll be in a mood to work better and to give their best to the 
community. Uncertainty about the future is ‘ demoralising and 
detrimental to labour efficiency, optimism and freedom are condu- 
cive to labour efficiency. 

(11) Why Indian Labour is less Efficient It is well to re- 
member that production is a co-operative effort and labour efficiency 
does not merely depend on personal qualities of the workers. Other 
factors which are beyond worker’s control are more important, 
ihe Indian labour is comparatively Jess efficient not on account 
• inherent deficiencies hut because of natural, and environ- 

mental factors. He lives in enervating climate which gives him a 
poor physique and the extreme heat and cold render the factory* 
work a great ordeal. The mere pittance that he gets enables him 
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just to eke out miserable existence. The factory conditions arc very 
depressing and alien to Ids natural tastes. The work in no ph asuro ; 
it is all drudgery. The entrepreneurial skill and factory equipment 
are of a low order. Littlo wonder that he is not very efficient. He 
is condemned to long hours of work which compel him to snatch 
leisure somehow. He i° illiterate and conservative. Conditions 
being ns they are, it is really surprising that he can even do the 
amount of work that ho is doing. 

12. The advantage of an efficient labour. An efficient Inbour force 
is a great blessing to a country and a powerful instrument of economic 
uplift and regeneration. They will not need much supervision and will 
not waste material or damage machinery. They work more intelli- 
gently and pliow initiative and responsibility. The whole atmosp- 
here will be heartening when cordial co-operation pervades all round. 
They will be able to take patriotic interest in the industry. Increas- 
ed output at decreased cost will give a pull to the country in inter- 
national competition. The Japanese industrial supremacy is largely 
duo to Japaneso Inbour. 

13- Mobility of Labour. Efficiency of labour also depends 
upon mobility of labour which is of four types : — 

(a) Geographical mobility, i.c., moving from ono place to another 
in tlio same country or from ono country to nnothcr. Tin's mobility 
is difficult. Man ordinarily dreads a change. Differences of langu- 
age. customs, laws etc. are great deterrents. Nobody likes to 
move into 6trangc environments for a potty gain. 

(b) Horizontal mobility. This means mobility between ono 
occupation and another in almost the snmo level, c. g., a carpenter 
becomes a blacksmith. This typo of mobility is not eo difficult,, 
although it is not eo easy cither. 

(c) Vertical mobility. This implies a chaDgo of occupation from 
a lower to tlio higher order, c. g., an ordinary mistri becomes an 
engineer. Only tnlonted persons are capable of effecting such a 
mobib'ty. 

(d) llobilily between industries. This is the easiest provided 
there is no change in the occupat ion e.g., a clerk in a sugar factory 

' takes up a clerical job in a cotton mill. r 

Mobility of labour is very advantageous. If labour in a 
country has a fair degree of mobility economio adjustments will 
- bo easy and smooth. The economio system will not suffer from 
jolts and jerks which may moan so much human suffering. Tho 
consumer's preferences will bo readily interpreted. The system 
will bind and not break under any abnormal pressure. 
Any economic system which suffers from certain rigidities, e. g., 
-of costs, will be subjected to a severe strain in times of depres- 
sion and in face of keen foreign competition. Flexibility of the 
system is a great advantage and mobility of labour is highly condu- 
1 civo to this flexibility. 
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14. Use of Machinery. Modem age is the age of machinery. 
Although man always used some sort of tools and implements yet it 
is quite different today. The machine dominates the man. Ma- 
chine's of enormous strength, of wonderful delicacy and amazing in- 
tricacy have taken possession of almost the entire productive 
system. Mechanisation has gone to lengths undreamt of before. In 
the coal mines in Germany, from the bottom of the mine to the 
delivery of -the coal at the other end it is untouched by human hand. 
Man seems to have become almost superfluous. 

15. Advantages of the Use of Machinery. Introduction of 
machinery offers great advantages. The advantages can be traced 
in the improvement of the products, the relief to the worker and in the 
general welfare of the community . 

(1) It is only through machinery that man has increased his 
mastery over nature, so that its stupendous forces have been harness- 
ed into the service of humanity. Electricity which is so ' useful to 
man has been generated from waterfalls with the aid of machinery. 

(2) Physical limitations of time, space and gravity are fast 
disappearing. The sensational discovery of the atomic bomb is 
likely to bring about a revolution in the world of transport and in 
every phase of mechanical production. The possibility of journey 
to the moon is not ruled out. 

(3) Human hands could not work so fast. A cigarette factory 
can produce 250,000 cigarettes in a minute. A very ordinary bulb 
factory in India is making 2,500 bulbs daily. You cannot count the 
number of pins that can be made by machine. A handworker stands 
aghast at such speed. 

(4) The, machine workB with wonderful precision so that every 
article turned out is exactly like another. Without such a stan- 
darised production and without machines with interchangeable part3 
modern industrial system would not have achieved anything. . , 

(5) Processes in different industry s being very similar, labour 
has been given added mobility. Interconvertibility of industries has • 
been rendered possible., This has been amply demonstrated during 
the war when the industrial system promptly responded to the call 
of war. 

(6) By the production of cheap and serviceable articles 'and by 
the extension of transport facilities the community has benefited 
immensely. Printing of cheap newspapers and books, which bas ' 
been made possible by machinery, has been an effective means of 
enlightenment. 

(7) The worker has been relieved of arduous and disagreeable work. 
Ho has got more leisure by the shortening of the working day. 

(81 The level of his intelligence, skill and dexterity has gone up, . 

16. Disadvantages of Machinery. But there is the other side too. 
Congested, dingy and insanitary cities, over-crowded factories with all 
their attendant dangers to Jmman morals, exploitation of women and 
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children, loss of independence by the craftsman arc some of the by- 
products of the use of machinery. The craftsman has been reduced 
to the position of a machine tender. We know to our cost how 
machine competition from abroad destroyed our indigenous industries 
and the producers of Dacca muslin swelled the ranks of the unskill- 
ed labourers. Man is treated as a mere cog in the machine. Artis- 
tic production has disappeared. Shcddy and unreliable goods produc- 
ed for profit have flooded the markets. All the evils of factory sys- 
tem and capitalism are laid at the door of machinery. 

17. Doss Machinery Create unemployment ? How far is 
machinery responsible for the displacement of labour or unemploy- 
ment? Luddites destroyed machines on the ground that man would be 
thrown entirely on the scrap heap. No doubt, the immediate effect 
of machinery is the displacement of labour. Those who are displaced, ' 
especially the old hands, may never get a fob and those who do 
may be* able to secure less remunerative employment. To what 
extent man will be displaced, and for how long will depend on the 
adaptability of workers and the ability of the entrepreneurs to 
adjust to the new situation ? 

Adjustments are sure to be made and ultimately, and in the 
long run, there uill be a much larger volume of employment. Who can 
doubt that England today provices employment . for infinitely 
larger mass of people than it could do before the industrial system ? 
More employment is created in this way. \Machine-made goods are 
cheaper ; demand for them increases and the larger volume of 
production will reabsorb some people ; or demand for some new 
goods will be created and men will be required to make them.jJT 
men do not buy more goods, they will save ; capital will accumu- 
late and more industries will be started. ''-Men will bo needed for 
making/ machines, for repairing them and for doing so many allied 
jobs. The number of new openings created by machines really passes 
one’s imagination. 

18. Division cf Labour. What it is ? Besides the extensive use 
of machinery discussed above, another outstanding feature of 
modem production is the division of labour. As a matter of ^act 
division of labour and the use of machinery go hand in hand. One 
leads to the other. We find today that the making of an article 
is split up into several processes and each, process is carried out by 
a separate group of Uiorlcers. 

The processes may be further split up into sub -processes. 
Making of cloth, for example, is divided into spinning, sizing, 
weaving, finishing, etc., to take only the chief processes. This 
splitting up of the process of manufacture is known in Economics as 
division of labour. Thus it is a traditional term, specialisation of 
labour seems to he more appropriate. 

19. Stages of Division of Labour. Division of Labour has 
developed by following stages : — 

I Stage — Division into occupations. Carpenter, weaver, blacksmith, 
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etc. . Each, craftsman-made a complete article and worked independ- 
ently on his own .account. He was his own employer. 

, II Stage— Division into industries. The worker no longer works 
in hi6 home but .works in the factory, instead. However, he still 
does the whole . job. , . Instead of making the ohair at home buying 
his , own raw materials he now works in a furniture factory with 
raw materials, supplied by the factory . owner. But he makes the 
whole chair.,- 

III. Stage— Division 1 : hilo complete processes. For example 
’making of cloth is-split up into spinning, weaving, finishing, etc. 

i ■ i F.’ Stage-— Division into Incomplete processes. At this stage each 
' of the processes (say-spinning or weaving) is further split up into part 
processes.- Division of labour has become at this stage very minute. 

20. Kinds of Division of Labour. 1. Simple Division of 
Labour. It means the doing of a big job (say lifting a heavy load) 
by the combined effort of a number of men. Each man alone will 
not be .able to do it. The job is not split , up into parts. ' 

2. Complex Division of Labour. This is’ division of labour pro- 
per. The job is split up into different processes and each process is 
done by a separate group of -workers. 

, 3. Territorial or Geographical Division of Labour. , It is division 

of labour, by territories. . A particular territory or a locality comes 
to specialise in ascertain industry, e.g.-, hosiery industry at Ludhiana. 

M , We discuss the' problem of localisation of industry, its advan- 
/ tages and disadvantages/ etc., in Chapter X (?) on Agents of Produc- 
tion — Organisation. ..■■■■ ■ > • 

• 21. Advantages of Division of Labour. . Several advantages 
are claimed for the system of division' of labour. Adam Smith’s 
contribution to this'pa'rt’of the economic theory is still regarded'as 
classic. Division of labour has proved ( beneficial in the following 
ways/' 5 - '• • ■■ ' 

’*-(1 j Increase in Productivity. Adam Smith takes' the 'example of 
'the pin-making industry; to,, illustrate the immense increase ,.in pro- 
, duc'tivity.' He ^desorihes pin- making, as divided into 18 distinct 
operations: \ Ten men ban make 43,000 pins in a day ; one worker 
may ■ therefore: r be’ considered to have made ‘4,800'pins in a ; 'day.- In 
. the absence' of /division of labour and machinery;- o ! ne man could 
scarcely have made one pin in a day and certainly not twenty. 
There is no doubt that .the productive capacity of the community is 
immeasurably, greater today than ever it was. , /' 

Is increase in productivity due simply to division of -labour ? 
That the system of. division of labour has vastly increased, the pro- 
ductive capacity of the community, there cannot be the least doubt. 
Bat it is wrong to attribute the entire increase in, productivity to 
division of labour to the ; neglect of other .contributory causes. 
The advancement of 'technical knowledge, various /inventions and 
discoveries and the accumulation of ' capital are the other important 
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factors which have added to the productive capacity of 
the community. Science has enhanced the productive capacity 
of land , education has improved tho quality of the human 
factor. All have combined to increase productivity. With- 
out such an increase in productive capacity, ns Bonham says, * a 
fraction of tho present population could exist and that fraction 
at a very low standard of living.’ 1 Increase in productivity is not 
entirely due to division of labour. 

jy V (2) Increase in dexterity and skill. Practice makes a man per- 
fect. After repetitive performance of the same task, a worker 
becomes an expert and there is instinctive co-ordination of the 
muscle and the mind. The worker acquires hn aptitude for tho 
job if lie lmd it not already. He becomes more skilled and acquires 
greater dexterity. 

( 3 ) Inventions arc facilitated. Tho mov cment becomes mechani- 
cal. Tho worker’s entire thought is not absorbed m his job. He 
can freely think how to d i it still hotter. New ideas often occur 
nnd tho 'worker is able to make some inventions. Division of. 

r gives experience and experience leads to iiiventitmT"' 5 

(4) Introduction of machinery facilitated. When a man is doing 

same job over and over again, he will be able to think out how ho 

can get himself relieved by the itso of some mechanical contrivance. 
Division of labour reduces each process to a simple movemont 
which has to he repeated. A machine is bound to take over this 
simple movement sooner or later. Division of labour thus serves 
as- n stepping stone towards the introduction of machinery. * >. 

w (5) Saving in lime. Under the system of division of labour, a 
worker has only to do one process or a part of a process. Less 
time is needed to learn a specialised trade than will be needed in 
learning the whole trado. But tho worker bocomes n specialist and 
commands a higher prico for his services. 

(6) Saving in tools and implements. When a worker has to 
perform a part job only, e g., making tho legs of a chair, he need not* 
be supplied with a complete set of tools. Thus one set of tools can 
serve many workers at tho same time. If, on the other hand a 
carponter has to make a complete chair then he will require all the 
tools but he will not be using them all continuously. Somo of 
them will remain idle. This means a los3 of capital. Thus tho 
system of division of labour is economical from the point of view 
of tools and appliances. 

U) Diversity of employment. Division of labour increases the 
number and variety of jobs, employment is diversified and the 
mass of the workers have got a wider choice of jobs, so that each 
worker gradually gravitates to the work for which he has got an 
aptitude. 6 

-(8) Large-scale production. Division of labour involves produc- 
. tion on a large-scale. The community reaps all the economies of 
^large-scale production. Cheaper goods are placod at the service of 

1 Benham— Economics 1910, P. 121 — — 
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the community® and the standard of living and comfort improves. 

Production improves not only in quantity but also in quality 
because under division, of labour goods are made by workers who 
are experts, i.e,, who have been made perfect by practice. 

V (9) Right man in the right place. Under division of labour 
workers are so distributed among the various jobs that each worker 
is put in the right place. There are no round pegs in square holes'. 
When right men are placed in the right place, high efficiency is 
assured. 

Division of labour is thus highly beneficial to the community. 
We may conclude in the words of Adam Smith, “ it is the great 
multiplication of the productions of all different arts in conse- 
quence of the division of labour, which occasions in well governed 
society that universal opulence which extends itself to the lowes r _ 
ranks of the people.” 1 a 

22. Disadvantages of Division of Labour. We have seen divi 
sion of labour enhances the productive capacity of the community. 
But as Chapman puts it, “productiveness of a method of production 
is not the sole test of its value — to get many commodities is not the 
only end in life.” We have rather to see how man, for whom 
production is meant, has been affected by the division of labour. 
Considered in thiB light, it has not proved to be an unmixed blessing. 
The following may be mentioned as some of the disadvantages of 
labour % 

Monotony. Under, division of labour a worker has to do the 
same job over and over again. The work becomes monotonous and 
tedious trad is devoid of all pleasure. It is drudgery, pure and 
Simple. Variety is the apice of life but this variety the system of 
division of labour denies to the worker, 

-^(2) Retards human development . A person’s development, physi- 
cal and mental, is greatly affected by the job he is engaged in. An 
agriculturist is sturdy and strong and a shop-keeper or halwai ha’s' 
peculiar contours in his body but is mentally much more alert than 
the peasant who is conservative and whose mind works slowly. 
Under division of labour, a worker has to repeat the same move* 
ment. , His muscles and mind move in the same direction. The 
narrowing effect of the ( job on the physical and mental develop- 
ment of the worker cannot be ignored. The development of the body 
and the mind is retarded. ’ 'Repetitive movement cramps a person’s 
mind and narrows his out look. ’ Monotony is soul-killing. Charlie 
Chaplin’s picture ' Modern* Times ’ may be considered quite a fair 
representation of the adverse effects of the division of labour on 
workers. 

’~ / (3) Industry de-humanised. Under division of labour a worker 
is engaged in making only a part of a thing, say legs of the chair. 
Different parts of the chair are made by different sets of people. 
If it turns , out to be unsatisfactory, no one will own responsibility. 

E Adam omith— An Inquiry into the Nature and Causes of the Wealth 
of Nations Annotated by Mo Culiuch, p. 26. 
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‘Everybody’s business is nobody's business.’ The making of a 
complete article gives pleasure to the maker. He takes pride in it. 
It satisfies his creative instinct. The article expresses the person- 
ality of the maker. But all these things are impossible under divi- 
sion of labour. The worker loses all sense of responsibility and 
pride in his work. Human touch is gone. The industry is thus de- 
humanised. 

^L/(i) Loss of skill. The master craftsman loses his skill. He 
knows only either spinning or weaving, making the legs of the 
chair or its seat ; he does not know how to make the whole chair. 
This is a great loss. The workers are unaware of the complete 
processes. They are just semi skilled, knowing only a part of 

t]le nW * r 

of unemployment. Knowing only a part of the 
hi lljt worker ’S in the danger of becoming unemployable. He 
ows only to make the legs of the chair. If he happens to lose his 
•esent job he may not able to get employment elsewhere, for there 
may be no vacancy in the particular job that he knows. If 
he knew the making of the whole chair his chances of getting 
employment will -be brighter. Too much specialisation . is thus 
J bad from the point of view of mobility of labour. 

-x/lff Disrupts family life. Division of labour facilitates employ- 
ment of women and children, for there are jobs for all types of 
workers, strong and weak. The influx: of women into the factory 
disrupts domestic life and the employment of children involves the 
wastage and deterioration of valuable human resources of the 
’ nation. * 


(7) Division of labour and the evils of the factory system. 
Division of labour is associated with the factory system which has 
given rise to many evils. The countryside is contaminated with the 
foul smell ; overcrowding endangers morals ; insanitary surround- 
ings spread disease. Man becomes a slave of machine and of the 
factory owner. 

V^(S) Evils of territorial division of labour. Territorial division 
or labour has disadvantages of its own. It leads to localisation of 
industries, which brings about too much dependence of a locality on 
some particular industry. It narrows the field of employment and 
brings down the average of the family^ income 

23 Conclusion. Division of labour has, however, come to stay. 
Shortening of the working day and thus increasing leisure and diffu- 
sion of education and raising of remuneration are some of the 
measures that can be adopted to counteract the bad effects of 
division of labour on worker’s life and personality. 

Dots it mean that under the. system of division of labour, a worker 
is put on the work for which he is best fitted ? Hot necessarily. The < 
employer, of course, makes every effort to fit in every person in the" 
job for which he is best fitted. But it may not be always 'possible. 
It all depends on demand. Ko worker is so specialised as not be ~ 
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able to do anything else. Of the' several alternative jobs that he 
may be able to do, he .will get one for which demand exists and this • 
may not happen to be his best. . . ■ . \ ' 

24. Requisites of Division of Labour. If division of labour is 
to be satisfactorily carried out certain conditions must be fulfilled. 

(1) Large-scale production. Unless production is on a large 
scale division of labour will be impossible. There will.be some sense 
in putting one group of workers on making legs of the chairs and the 
other backs; etc., if a very large number of chairs have to be 
made. ' ' . - 

* (2) Production must - be continuous. Unless ^production is con- 
tinuous and all processes are simultaneously carried on the work of 
different groups of workers will not be properly co-ordinated. v 

<3) Spirit of co-operation and intelligence, . Unless the workers 
can co-operate' with one another and have the intelligence to ‘.under- 
stand fcne various aspects of the job, division- of labour will not 1 be a 
success. - 

(4) . Organising ability of entrepreneur. The entrepreneur must 

have the requisite organising ability otherwise division of labour 
cannot be properly arranged or organised. y 

(5) Extent of the market. Finally the limiting factor is the 
extent of the market. We discuss it in the next section. 

25. Division of Labour is Limited, by Market. This is so 
obvious;- If the shoemaker is able to dispose, of one shoe in six 
months, it will look foolish' if he sets half a dozen persons on the 
making of soles, half a dozen on the making of uppers and another 
six. persons in joining them. There must be demand for his product 
before he can adopt such methods. Division of labour implies large- ' 
scale production and it is meaningless to produce more in the 
absence of a market for goods. Market must either be there or it 
must be created for goods produced under the system of division of 
labour. The limiting factor for the introduction and extension of 
labour is, therefore, the'existence of a wide market. • 

But no individual entrepreneur looks at the matter like this. , 
He considers the market while fixing the size of his plant and when 
he has done that the extent of the division of labour will depend on 
the nature of the machinery installed and the number and variety 
of the people employed. It will depend also on entrepreneur’s own 
organising ability. The human limitations of the division of labour 
seems to be more important. 

Market also depends on division of labour. Under division of 
labour production is done on a large scale which means cheaper 
production. When goods are cheap more people will buy 
them. Thus the boundaries of the market are extended. Thus 
division of labour and market are interdependent. But it is more 
true to say that division of labour. is limited by the extent of the 
market; . - , 



CHAPTER IX 

AGENTS OF PRODUCTION-CAPITAL 

Importance of Capital. Capital plays a vital role in the modern 

productive system. As a matter of fact production is unthinkable 
without capital. Can you think of agriculture without the plough, 
or flour without the flour mill, or ice without the ice factory 1 
Even in the most primitive society some tools and implements have 
always existed. They have assisted the primitive man in the 
work of production. 

Capital consists of tools and appliances and machinery, of raw 
material and of cash for payment of wage3 and other incidental ex- 
penses. All these things are absolutely essential in production 
Without them production on any scale and of any type is impossible',' 

Adequate and suitable supply of capital can aid in producing 
tbingB on a largo scale and things of the right quality. '^The 
wide range ofjnodern production as well as the mass scale on wljiiflh; 
it is carried on Is" all due to the help that production receives front 
capital. 

Standard of living can bo maintained and improved if nation 
has, at its command, sufficient amount of capital. Indian masses are 
inexpressibly poor and their standard of living is incredibly low 
because wo have got insufficient capital. 

Economic development in any direction needs capital goods. If 
India is to be made self-sufficient, we must have machinery, to carry 
out irrigation projects, tube-well machinery, tractors, etc. Machinery 
is also needed to accelerate industrial development. 

Vast areas in India of culturable waBto can be brought under 
cultivation provided wo can get tho requisite machinery, like bull- 
dozers. Machinery iB also needed to construct roads. Thus it is 
impossible to advance economically without capital. 

We cannot even provide adequate defence without capital. 
America is rich and has abundance of capital. She can have army, 
navy and air force which can be the terror of the world. What can 
a poor country like India do ? • • 

In the absence of capitaMand will lie barren, labour will remain 
idle and organisers will be seriously hampered in their productive, 
enterprises. Capital oils tho wheels of the productive maohine. 
Thus the role, that capital plays ,iri production cannot possibly 
be over-emphasised.' ‘ ' " 

1. The Nature and Meaning of Capital. Widely different views 
are held by economists about the concept of the term capital. As 
Chapman remarks the term ‘is current in distraotingty discordant 
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goods' have' reached "the consumers, yet 'the matter is not finished. 
‘They* will still continue to yield a Tow of service for many years -as 
; in the case of durable' goods like houses, furniture, radio sets, cars, etc. 
It is for these services that these' goods are valued; - Also, that some 
further' transactions are stilh possible;' 0 One may decide to let out his 
house or use 'his car as 1 a taxi; ‘ To Benhain it seems odd that a 
doctor’s- car 5 shcTuld : be regarded ; -as capital when he' -goes 'to visit a 
patient andiiot' capital when it.is ' used for the family for an outing. 
He would, ! therefore; ‘regard all these goods as capital, • Anomalies 
like the . above are bound to arise. , But it is not difficult to know 
' whether ,a’ ! good, is primarily meant for getting an income or not. In 
the for mer .case we can put it in the category of capital. 

* * 2. Some Doubtful Cases. Is land capital? Land is not regard- 
ed as capital because (a) 1 xnd is a free gift of nature but capital is 
•man-made ot • is a' ‘produced’ agent • of production ; (6) capital is 
perishable whereas land is indestructible and ■ permanent, (c) capital 
is mobile' but land has no mobility ; (d) the "amount' of capital can? 
be increased but the quantity of land is fixed and limited ; (c) in- 
come from capital' is uniform, whereas that from land varies. 

But these -differences are exaggerated. Some of these are 
superficial. ' 'Land' alone is' not a gift of nature' but other factors, too, 
at any rate in "their original form, are natural gifts. 1 A very .impor- 
tant elemCnt'bf land is also man-made. ' The human factor has turn- 
ed deserts "into fertile lands through irrigation and'other land im- 
provement schemes. -The 'land ofman is as visible as that of God. 
Like capital land , is 1 also perishable to some extent, for repeated 
cropping* destroys its productivity. We may not be able to inerease . 
the land surface but we can increase its productivity. It is just like 
increasing the area; 0 Land is also mobile in the sense that'the pro- 
ducts of land can be transported from one place to another. As for 
,the .incomes ,we might say.that land or capital, of same value brings 
,, the sain e^ income^, , It would; be. more logical to'. regard land as 
, capital from ’the individual point of view. v ' The difference between 
,the twojs, not of kind buL of, degree only.’.; V ’ 

' ■ - .But although, peculiarities .of land maybe exaggerated, yet the , fact 
-remains that land .is not the same thing as capital.. , ; There ; are some' 
fundamental differences which make capital a ; distinct, factor of 
.production. r> !t „ . i . . .. ' r 

- (I) , Land is. permanently- limited.' Its' quantity, can never be 
increased ; other things like capital are fixed only temporarily ;, and 

(2) Economic progress'. reacts on land : in: a; different manner. 
As the community.' progresses, economically and advances-in- civilisa- 
tion, other* things become cheaper.- i ' Eor example, rate,, of interest 
falls ; the rate of profit also falls;' Both ; capital and entrepreneurial 
service become cheaper but rent rises; i.e,, the value of the Bervice, of 
land increases.* 1 -y, . 

(a) Is money capital 1 In an exchange economy all capital must 
take a monetary form. : But -whereas all capital may- be money, all 
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money is not capital Before money can become capital, it most bo 
invented and nsed for production purposes. Money must be 
spent in the purchase of machinery, materials and other resources and 
used in hiring of labour. Then it will indeed ho capital for it is then 
used in production Its. 500 lying in a cash box are not capital. If 
they are spent on son’s marriage or on building a house they are not 
capital, though they may be wealth. All capital is wealth but all 
wealth is not capital. Unless money becomes a source of incomo 
or an agent in producing further wealth it cannot be capital. 

What about capital of a joint-stock company or capital value of 
National Debt 1 From the point of view of the shareholder or stock 
holder they are certainly capital, because, they yield an income. 
But from the point or view of the company or the government^ hey 
represent a debt. To the extent that company's capital is invested 
in machines, land building, furniture, etc., or national capital in roads, 
railways, canals or other income-yielding assets they are capital. 

. But if the national loan has been spent in war, i.e., for destructive 
purposes, it cannot be truly called capital. 

• ( b ) Are personal qualities like a surgeon’s skill or a typist’s 
dexterity capital 2 No. We have already excluded these qualities 
from the category of wealth ou the ground of not being transferable. 
It is argued that if a man invests Rs. 2,000/. in learning dentistry 
and similar amount on dentist’s equipment, why should one be re 
garded as capital and the other, not ? A pertinent question. Adam 
Smith says, “ The improved dexterity of a workman may be con- 
sidered in the same light as a machine or instrument of trade which 
facilitates and abridges labour and repays the expense with a profit.” 
But there are good reasons for distinguishing between the dead equip- 
ment and the living conscious person Some economists ore prepared 
to get it a courtesy title of personal capital. 

(c) What about the free agents like rivers and mountains ? 

Again, it seems illogical to regard canal as capital and exclude the 
rivers from this category, although rivers may be more useful. Here 
again we depart from logic and tread the path of convenience. Such 
things are not capital in the accepted sense,, because capital refers to 
'produced* agents of production. They are, however, sometimes call- 
ed natural capital. « 

(d) Is all wealth capital? There is another view of capital, a very 
wide one. It regards all wealth capital on the ground that everything 
that a man possesses does directly or indirectly exercise. some in- 
fluence on the production of wealth. If, for example, a man’s house 
got accidentally burnt up, he will have to build. For this purpose 
he will have to divert productive resources from other directions and 
bis income is bound to be adversely affected. Anything the presence 
of which helps in production and absence of it retards it, must 
obviously be regarded as capital. There is another argument to 
support this view. Everything yields a flow of satisfaction, i.e., in- 
come, and hence everything must be regarded as capital. 
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Power to save in the case of an individual depends on tho surp- 
lus of ineoino over expenditure, In the case of a nation it depends 
on the efficient organisation of trado and industry, development of 
means of communication and transportation and tho gearing up of 
the credit and hanking machinery. Fullest exploitation of natural 
resources and the highest development of the human resources 
through a sound system of education nnd public health cannot fail 
to exert their influence in augmenting the capital resources of the 
country. 

The will (o save depends on the various motives uhich actuate 
human beings to save, e. g., family affection, the desire to rise in the 
estimation of one’s fellow beings and to acquire social and political 
influence or merely tho desire to win success, the relative importance *■ 
attached to presont and future gratification, etc. Some persons by 
nature discount the future at a heavy rate and with others saving 
has becomo almost instinctive. 

The security of life and properly provided by a stable govern- 
ment strengthens both the will nnd the power to save, so also tho 
-various channels of investment e.g., banks, insurance companies, exis- 
tence of sound commercial enterprises, the issue of government 
securities, etc. 

High rate of interest also acts as a powerful lever for saving. 
Many more people arc induced to save nnd the stream of saving 
secures numerous tributaries. But the influence of rate of interest 
is exaggerated. Not many who savo really think of the rate of 
interest. On the contrary, some people who wish to provide for a 
fixed income for themselvas in old age or for their depondants, 
would savo more when the rate of interest is low and vice ver\a. 

What is the effect of social legislation like social insurance and 
old-age pensions on saving ? Possibly the workers mav feel so 
secure that the edge of desire to save is blunted. But we believo 
that the urge for saving is quite deep-rooted, and people always 
save if they can. Even if the workers do not save directly and 
they spend more on themselves, this will enrioh the human capital, 
improve efficiency and will add to the productive capacity of the 
nation. 

Saving is no doubt the source of capital. As Adam Smith re- 
marks, 'Capitals are increased by parsimony and diminished by 
prodigality’. But it will be appreciated that mere saving is not enough. 
An Indian peasant saves and buries the saving under tho earth. 
These savings are inert and dead and no capital In order to turn 
saving into capital a further step is necessary, i.e., investment. 

6. Saving versus Spending. If a nation saved the entire sur- 
plus over the minimum consumption, will it aid or retard prodxtclion ? 
Most probably it would hamper production. Too much saving 
would mean investment in producer’s goods and less demand for 
consumer’s goods. It will inevitably lead to over-production and 
depression. Too much spending, on the other hand, will lead to 
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raising of the standard of living now without making provision for 
the future. Most of the money will be spent on consumer’s goods. 
The production or replacement of producer’s goods wiU bo neglected 
to the detriment of productive capacity of the country. Saving 
and spending both stimulate production. Spending serves as a bettor 
indicator of the direction of productive activity, but saving turned 
to capital may lead to . misdirected enterprise. Saving tabes away 
purchasing power from the rich and possession to the workers thus 
increasing demand for necessaries and curtailing demand for luxuries. 

<~ / 7. Classification of Capital. The following are the main 
forms of capital :- ■ ’ • \ ; v - « 

■ Private or Individual capital. Capital, owned . by an individual 
is called private or individual . capital, e.y., bis factory, buildings, 
professional equipment, etc.- . ; . 

Social Capital — Instruments of production or sources of in-' 
come owned by the society or community collectively or in common' 
is'Called social bit communal' capital, e.g., state railway, irrigation 
works^' hydro-electric works or 1 government factories. * * 

• ; ' National Capital . It is the Bum total of the capital of all indivi- 
duals in the nation, their- mutual debts being ignored.> It is total 
capital <5f the nation as a whole.' Besides the aggregate of the capi- 
tal of all individuals in the country, it includes also the social capital, 
i.e., the income-yielding assets owned by the state or by the commu- 
nity collectivel}'. ’ ! . . - ‘ . 

: Personal Capitol,:, It refers to personal qualities, of the. people 
engaged in production, e.g., skill, dexterity, intelligence, etc. They 
are really not capital, because they are not wealth. . They are not 
transferable. Sii . • , A . * ' : . ; , , 

, Material Capital— It stands for land, tbuilding, machinery,- etc., 
which are material or tangible instruments of production. .. • : • 

«• Consumption or Consumer’s Capital— It refers .to food, clothing, 
shelter and other- means of .subsistence provided to the workers^' 
while they are engaged in the work of production. 

Production Cajrital. It includes machinery, tools and appliances 
used in production. 

Revenue or LucraUvc CapitaL- It refers to that part, of a man’s' 
wealth which yields an income. - . 

loanable. Capital. It means the fund which , can be advanced 
for productive purposes, e.g., bank balance. ' . - . - ' 

. ■ Business Capitol of an individual consists of the money that' he 
has invested in his business; It includes money spent on plant’ and 
machinery known as producer’s goods as well as on those of Lis con- 
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Burner’s goods from which ho may bo getting an income by hiring 
them out. 

Fixed Capitol. It consists of durable producers* good liko fac- 
tory building* plant and machinery which are fixed up permanently 
and give a service for a number of years continuously. In the case 
of n farmer, be-ides agricultural machinery and buddings it includos 
improvement of land in drainage, cleaning and manuring. 

Circulating Capita}. As distinguished from fixed capital, circu- 
lating capital is not of a lading nature. It is finished up m a single 
process and sen c« the purpose but once. It consists of raiv ma- 
terials used in production, c. g , leather in the making of shoes, or 
seeds which can be u=ed only once. According to Adam Smith the 
implements of agriculture arc fixed capital and money used oil pay- 
ing wages and maintenance of labour is circulating capital The 
live stock used in agriculture is fixed, its maintenance is circulating 
capital. But the deck reared for sale is circulating capital. Cattlo 
kept for dairy purposes is fixed capital. The same thing may be 
fixed capital for one man and circulating for another. The sewing 
machine from the sale of which the company gets profit is circulating 
capital but to a tailor it is fixed capital. 

Industrial capital consists of producer’s goods, raw materials 
and consumer’s goods in unfinished state and things primarily used 
as consumer’s goods. Consumer’s goods in the hands of tho consu- 
mers are not included nor those things which are primarily used ns 
such and only incidentally as producer’s goods. Opinion is divided 
whether consumer’s goods in the hands of producers should bo in- 
cluded under this head or not 

Auxiliary capital includes fixed capital as defined above and also 
the stock of raw materials. The proportion between auxiliary and 
remuneratorv capital depends on (1) nature ot business, (2) relative 
cost of labour and capital, and (3) technique of production. 

Sunl capital is the capital which has become specific or specialis- 
ed and is not capable of being put to alternative uses, />. g., capital 
invested in an ice factory cannot be used say for a hosiery mill. 

Floating capital is in a form that is capable of being used for 
several purposes, e g., money, fuel and raw materials. 

Rtmuncralory capital consists of money or bank balance used 
or making payments to workers. 

Working capital means cash which a business man uses in run- 
ning his business and meeting all the incidental expenses, i.c., paying 
wages, burring material, etc. 

It will he apparent that several of these classifications overlap 
and only a few of them are of fundamental economic significance. 

8. Services or Functions of Capital. From the classification 
of capital given above some idea can be had ns to what functions 
capital is expected to discharge in modern production. Capital is 
at the service of the entrepreneur. 
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Ho utilises it, in the first -plate , for the purchase of instruments of 
production Iteo the tools and tho machines and also for the erection 
of factory buildings. ' 

Secondly, tho entrepreneur provides himself, by the aid of capital 
lie owns, with tho necessary raw materials to be used in tho manu- 
facture of finished goods. 

Finally, capital is also used in providing means of subsistence, 
t. c., consumer’s goods for all those who are actually engaged in tho 
work of production. 

Adam Smith mentions four ways in which capital is employed 
(a) in procuring tho ‘rude’ (raw) produce annually required, (6) in 
manufacturing tho ‘rade’ produce, (c) in transporting the two ; and 
\d) in dividing tho two in suitable parcels for despatch to those who 
want things. 

Tho point need nob bo laboured that all these functions are so 
indispensable that production without capital today must come to 
a standstill, A nation without capital must be a nation condemned 
to irreparable misery and poverty. 

9. Capital : its Consumption and Maintenance. A 'prodigal 
who discounts the future at a heavy rate lives beyond his means. 
He sells his land or house and buys consumer’s goods to enjoy him- 
self, He may then come down to household furniture and utensils 
and consume them too. Such a minVill be said to bo ‘living on his' 
capital/ Ho has been consuming capital. Ho neglects to savo' 
altogether to roplaco his old live-stock and worn out implements if 
he is a farmer, shop equipment if ho is a shopkeeper and depreciated 
plant and machinery if he is a manufacturer. He has been able to 
live well, hut at what cost ? Ho has not provided for tho future and 
he is consuming what he has. Not only he spends what he earns hut 
ho even fritters away his past savings. Soon ho will come to the 
end of the tether and sink into abject indigence. Ho could live in 
grand stylo only temporarily. 

In the same way a nation can temporarily raise its standard of 
living by tho consumption of its capital. It may devote all its 
labour and capital to tho production of goods of tho first order 
affording direct gratification and neglect all repairs, renewal? and 
replacement of the capital good*? and permanent equipment like rail- 
ways, shop?, factories, and building?. In course of time they will 
become all unserviceable. The capital of the community, the 
accumulated outcome of effort and sacrifice of centuries, will have 
disappeared. Th u ‘community will awake after a short spell of 
pro fjm ritv and high standard of living and find itself reverted to 
primitive condition? with a standard of living unspeakably low/ This 
s* the consequence of consuming capital. Every country has been 
consuming capital during tho war, for the creation of new capital 
Rsud* and replacement and repairing of old ere'? have bron almost 
neglected. 
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It is, therefore, extremely necessary that the capital must be 
maintained intact and wlmt I’igou calls ‘physical deterioration of 

S ? n S Aftc ™ !a Psc of time plant and machinery, 
buildings, farm equipment and transport equipment must iribvit 
ably war out and dopraaiata. If the ,,„d JfcEStorf 
rannity „ not to coma to a stand.till, rep.hr ronnire i, “ TZ„ 
to this equipment and worn out parts retilnmP 1 v s do a no 
wise the 'capital of the communin’ Tgg*£ ^ 

intec? does not U meS repllitag SeobSofet^ 'and 
by new machinery of exactly the same dtim ^ oufc . “Mhmerjr 
changing ; the horizon of technicalknoSX' 
and the testes of the people too do not ™- Sf“ g CVCr wld S, ncd 
the old car becomes useless it will be replaced hv* Bam % Wben 
model. If road transport extends 3 \ ODO ° f a now 

wiU be allowed to lapse ; it wil] not f* ? 7 equipment 

the road transport equipment will bn nm * a ed T r^ , n and instead 
like gramophones, then it will be idle to renew ^ ^ P f pl5 , d ° n0fc 
equipment. The wireless-set factories Jll i £™m°pbone factory 
maintaining capital intact implies repiire ami the ' r pI , aC % Thus 
equipment and replacement of%ome eonbLJ ♦ , rencwals , of some 
one. The consideration is to proride f j nt by nn entirely new 
same aggregate satisfaction. I n the words ofK'i!? £ lMSt tb , C 
capital is maintained in tact if riren f"' Benbam * / n general, 
output of consumer’s goods which it b!?' '°P® rat,n P, factors, the 
period is regarded by consumers as yiVW-^Jt! to P roduco in any 
faction by the output of any other ^riod”!^™ equi ’ Talent satis ‘ 

turns out to U b n e d the°shorte8t dU w?y n ‘ Th ° Way hon,e really 
duction is said to be a round-about one ^.capitalistic pro- 

tion are devoted to the production of •* * M ° r ° factors of produc- 
which will be later used in turning out rirticleTf^V^ P rodnction 
tion A very small proportion of the f ° r d,rect co ^ump- 

m the production of consumer’s coods P ti ° see . m ? t° he encaged 

picked up a stone or a stiKnd 5 hunter just 

Chapman says, the huntsman of today bfi!s^ b ! s 6 ame - But, as 
by mining ore which he afterward? b ’ S 5 unt ’ B ° to speak, 

weapons of the chase. rwards smelts and shapes it into 

productio^to 2 th?Sion et onnstrament?rf i0n f the factore of 
final use in the making of consumed prodccfclon a ” d their 

cient flow of subsistence goods i3 esse ’ a con stant and suffi- 

fed and clothed while they are enlaced ’-*b tha . t tbe work ers are 

instruments or the consumer’s g oX d “ 5n tbe “aking 0 f 


. . - fcWUb. o - 

nmttmdr '-ThXasons te^cWal ? the rounda hou, 

b beni^rrrr.y-— J^nicaj. Roundab out methods arc 


-,7“, wjcunical, 

» F* TfTj c ? nomie s. litriTBrno 1 fff^£gg s are 
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productive and make a better contribution to the satisfaction of the 
community. The standard of living has been vastly improved by 
the use of indirect or roundabout methods of production. 

Methods are not always roundabout. Inventions and discoveries 
do often take place which succeed in abr.dging and shortening the 
productive process . Modern production is called roundabout be- 
cause more effort is being exerted on the production of producer’s 
goods, which in their turn wili produce consumer’s goods. Mere 
roundaboutness is no special qualification. The roundabout process 
may not be the more economical but it is generally found that the 
roundabout methods are economical. As Chapman remarks, ‘A 
process is not more economical because it is more roundabout. But it 
happens that the more economical ways of doing things are frequ- 
ently the more roundabout.’ JDr. Hayek compares the capitalistic 
method to “ a fan which opens and closes as the methods employed 
are more or less capitalistic and clearly the more the fan k opens, the 
greater the interval of time between the placing of the raw materials 

and the marketing ot the final product.’ 

^ » 
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CHAPTER x 

AGENTS OF PRODUCTION-ORGANISATION * 

Role of the entrepreneur 

1. Introduction. No factor of production alone can produce 
anything. Land left to itself may grow something but that some- 
thing may be considered negligible in view of tho magnitude of 
modern requirements. Labour of to day has got only limbs to offer, 
and capital is a lifeless matter. They are, besides, to be found today 
lying isolated, scattered and divorced from one another. Some- 
body is needed to bring thorn together and harness them for use in 
production. This work in modern times is performed by one who 
is called an Entrepreneur, a French word fully expressive of the 
meaning intended to bo conveyed. 

In The earlier stage of economic evolution, the independent 
workerowned his own land or working place, supplied his own 
capital, worked with his own tools, planned the operations himself, 
and stood by the result -of the venture. He was in short the landlord, 
the labourer, the capitalist and the entrepreneur all rolled in pne. 
Bat considering tbe intricacy and the scale of production today and 
the nature and magnitude of problems involved in modern produc- 
tion, undertaking of all these responsibilities by one man woutd be 
sheer madness. 

2. Emergence of the Entrepreneur and His Functions. In 
these days of specialisation a new specialist has made his appearance. 
He specialises in the work of organisation. Ho may own no land of 
his own and probably no capital, and he will not* bo expeoted to 
labour in tho ordinary sense of tbe term. He possesses one thing, 
i. e., organising ability and business acumen. He will be able to 
get land on rent, borrow or raise capital and hire labour and put 
them all in an effective combination. He makes them work in per- 
fect harmony using each factor in the right proportion so as to yield 
tbe best results. 

The part of the entrepreneur consists in co-ordinating and corre- 
lating tbe other factors of production. He organises tho work, starts 
and supervises it and faces the issue. He undertakes to remunerate 
all the factors of production : to pay rent to the landlord, interest 
to capitalist, and wages to labour, and pays them as production goes 
on in advance of the sale of goods. The residue, if any, is his. 

• Nothing may be left after he has made the necessary payments, 
then his venture has been miscarried, or it may leave a handsome 
surplus. Whatever may be tbe outcome he must shoulder the 
risk. 

Everything depends on entrepreneur’s foresight. The intelli- 
gent entrepreneur knows that he will make the maximum of profits 
if b e has been able to give to the consumers the maximum of 
satisfaction. If be has anticipated the consumer’s wishes right, he is 



organisation 


149 


amply rewarded. Thus organising and risk-taking or ‘uncertainty 
bearing, ns it is sometimes called, aro the two chief functions of tho 
modern entrepreneur. 

3. His Problems. Diverse and difficult are the problems that 
tho entrepreneur has to tackle in the discharge of his functions. He 
must decide first of all which industry ho should enter. He must 
look ahead and select an industry which is likely to 'expand and 
which, being new, offers better towards. The size of tho firm, tho 
size which ho can' efficiently control, receives his attention next. 
Having selected tiro industry and brought the firm into existence, 
he must localo his factory in n suitable place based on tho consider- 
•ation of the availability of factors and transport relations with 
regard to markets and materials. The size having been decided 
upon, ho must then wrack his brain over the siz.6, design and znako 
of his plant, got it installed, buy the materials, recruit the labour 
force and deploy it most economically, and thus set the productive 
machinery in motion. 

Hundreds of problems present themselves ever}'' day for his 
decision uwi one wrong decision way spe\\ ins tow, . TV.'i vpvaVAy 
and the quantity of output has also to be fixed and effective mar- 
keting organisation evolved. It is indeed a super-human task. 

4. Essential Qualities of a Good Entrepreneur. A suc- 
cessful entrepreneur must have tact, patience, sagacity, powors of 
observation and discrimination, be a good judge of humau nature 
and possess qualities of leadership. It indeed needs a rare combi- 
nation of qualities of head and heart which "dll make a succcss- 

■ ful captain of industry. Thoro arc not many Birlas, Dalmias, 
Tatas and Thapars in India. 

5. Is he an Architect of his own Fate 1 Dut we should not 
commit the mistake of thinking that tho entiro productive machmory 
is consciously directed. It is tho output of .multitudinous decisions 
of innumerable entrepreneurs like himself. Hu finds himself at tho 
mercy of economic forces and is not much of an architect of his 
own fate. Tho economic structure at any moment is full of mal- 
adjustments. There are always jolts and jerks putting tho factors 
in proper positions tending to make for an efficient organisation and 
thuB restoring tho balance. The entrepreneur assumes the lead but 
cannot always have his own way. 

" 6. Problems of the Entrepreneur. R has already been 
1 hinted what problems tho entrepreneur has generally to face. His 
decisions mainly centre round tho seleotion of an industry, the size 
of the firm and tho plant, the nature of the output, etc.) Now a 
word about each. 

X The student should cuiolully understand tl'O difforonoo between thoso 
terms. Tho plant is tho unit of production, say, a factory or farm. Tho 
firm or company may bo an individual, rofore to tho unit of ownership. One 
firm may control several plants. Androw Yulo & Co., Calcutta manages 54 
different ooncoms. All tho firms in a lino go to make up an industry. Sugar 
‘ ind ifitry is composed of all' tho sugar companies, Km am Chaud Thapar & Jfros. 
Xb a firm. They own several faofcorios called tho plants and they oro members 
of several industries, c.g, coal mining industry or paper industry or sugar 
industry efco. 
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7. Industry. This is tho first and the foremost question. 
Tho entrepreneur must distinguish between an expanding industry 
and a contracting one. A comparative survey of the various existing 
industries will help him to come to a correct conclusion. A study 
of reference books like the Investor’s Year Book or tho Bombay 
Stock Exchange Year Book will enablo him to know and compare 
the dividend earning capacity of the various industries. But it 
must not bo understood that the decision made once on the point 
is irrevocable. In caso he finds thai ho has committed an error of 
judgment, the labour capital can bo diverted to some other industry, 
although somo loss will be inevitable. The entrepreneur may decide 
to oxtend an existing industry or take up entirely a new one. 

8. The Problem of the Firm. The entrepreneur has to evolve 
a moat suitable size of the firm. Tho larger tho firm the bigger, 
generally, will bo the profits. There aro several economies of large 
scale production. The entrepreneur will, therefore, be tempted to 
expand lus business as much as he can. What limits the expan- 
sion of business unit 1 

For expanding a business the entrepreneur needs fresh sup- 
plies of capital and it may not always be an easy' affair to arrange 
for more capital. But tho difficulty, however, is not insurmount- 
able. A successful business man who has got reputation for honesty 
and efficiency will find capital forthcoming. People will be willing 
to lend money to him. Finanoe, it is said, is a mere camp-follower 
and what is physically possible is said to be financially possible. 
Several of his requirements he can arrange to buy on credit Capital 
is, therefore, not much of a hindrance in the way of expanding the 
business. 

But there are other difficulties nnd more formidable ones. As 
business is expanded, prices of factors of production will rise ; more 
may have to be paid in the form of rent, wages and interest to 
attract additional supplies of factors. The costs will, therefore, rise. 
On the other hand, additional output may depress tho price in the 
market. The costs will soonor or later overtake tho income. He 
will go on expanding till the marginal revenue (additional income 
from the additional output) exceeds the marginal costs (additional 
costs on account of producing the additional output). Tho limit of 
expansion will reach when the margin 1 1 cost is equal to marginal 
revenue. By stopping short he will not get the maximum profit 
and by going beyond he will lose. This is a hurdle that the entre- 
preneur cannot cross. 

The highest hurdle comes fiom the human factor- itself, i.e., 
the entrepreneur’s own capacity to manage the business. Entre- 
preneurs of greater calibre can certainly manage bigger business. 
The business cannot be expanded indefinitely. A point- will be 
reached when the entrepreneur will find that his business has be- 
come unwieldy and grown to unmanageable limits. 

Supervision will then become ineffective. Safeguards against 
fraud will add to the cost. Internal - economies will gradually 
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disappear and profits will change into losses. This is in keeping 
with the Law of Diminishing Returns which says that when a 
constant factor in (it is case managerial ability) is combined with 
variable factors, diminishing returns will ensue. The business 
unit is said to be a function of the enterpreneurial ability. 

Why a small business is able to hold its own. There are 
several [other considerations which ' limit the size. When the 
demand for a commodity is small, fitful and fluctuating, expansion 
of business is inadvisable. The unit in extractive industries like 
agriculture is comparatively smaller than that in the manufactur- 
ing industries and so also in trades like repairing, dress-maldng, 
jewellery-making, etc., where individual tastes count and standardi- 
sation is not possible. When the articles are bulkydike the bricks 
and cannot stand transport, the unit of business must be smaller. 

Besides, the small producer in modern times has been helped 
to hold his own against the big producer by development like - 
electricity, co-operative movement and dissemination of scientific 
and technical knowledge through the trade journals and magazines. 
Such knowledge is no longer the monopoly of the big business. In 
these circumstances the producer has not much inducement to 
expand his business. 

9. Problem of the Plant. What should be the size of the plant 
or the factory ? The term plant refers to the producing unit as 
distinguished from the firm which means the unit of ownership and 
control. Just as there is an optimum size of the firm so also there 
is an optimum size of the plant. Partly, the size of the firm will 
depend on the size of the plant. The bigger the plant, the bigger 
generally, 'will be the firm so what has been said about the con- 
siderations governing the size of the firm, will be applicable here 
too. 

We'have already Been that much depends on demand. When 
the demand is limited, a bigger plant cannot be installed witb 
profit. The individualised nature of demand will also act as a 
limiting factor, e.g., a tailoring firm, a restaurant, etc., must be 
a small unit. When the industry is such that proximity to con- 
sumers is essential to understand their tastes and personally attend 
to their satisfaction the plant will he of a comparatively smaller 
size. Lack of portability, too, imposes a limit on the size of the 
plant, e. g., a brick-making plant or a farm producing vegetables or 
fruits, on account o£ perishability of the commodity, -must be 
small. 

In some industries like iron and steel industry the units are 
very large, due to the fact that integeration offers many economies 
of scale. By-products like gases - can be utilised and overhead 
charges reduced. In the same manner the pulp-making and paper- 
making sections of the paper 'industry may he combined or a sugar- 
making plant combined with a distillery. In modern industry, 
therefore, integration movement is.largely responsible for enlarging 
the size of the plants, ' 
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The Indian Tarifi Board reports give some idea as to the 
optimum size of the plant in the various Indian industries, e. g., 
1000 looms and 40,000 spindles for a cotton mill, a cement factory 
with 00,000 ton« daily capacity, art iron and steel concern with a pro- 
ductive capacity of 000,000 tons of pig iron and -100,000 tons of 
finished steel, a 400-ton capacity for a sugar factory and a match 
factory of the daily capacity of 10,000 gross boxes, etc. Thus tlio 
nature of demand, consideration of transport end the prospeot of 
reaping the economic- of scale, especially those arising out of the 
use of the indivisible factors, and the utilisation of tho by-pro- 
ducts are some of the factors which will determine the sizo of tho 
plant. 

10. Problem of the Output— its Quality. Having determined 
tho size of the plant, the entrepreneur must next decide what 
to produce and how nitfeli. A fairly wide range of goods can, per- 
haps, he produced in that plnnl. But tho entrepreneur will not 
produce all of them or all of them in equal quantities. The volume 
of production of each type will lie dictated to liim by his king, the 
consumer. It is his wish that the entrepreneur will consult. He will 
produce an output to suit tho scale of preferences of the consu- 
mers. Tho functioning of the price mechanism, as wo havo seen, 
will settlo this matter for him. 

In some cases tho plant mny happen to bo specific and may bo 
able to turn out only one brand of tho commodity. In that case 
thoro will not ho much flexibility except that amount can bo in- 
creased or decreased. But it generally happens that, with somo 
minor modifications, it is possible to make a change in the assort- 
ment of goods turned out. A cloth mill may he ablo to make more 
towels or more dhoties or moro of shirting according to changes 
in demand. 

Further, the volume of production will bo governed by tho 
condition of trade ; it will expand in a period of boom and contract 
during depression. 

11. The Scale of Production. As for the question Large Scale 
vs. Sviall Scale production, there are several factors which tho 
entrepreneur has to consider. Thoro arc certain advantages 
associated with the small scale while the largo scalo undoubtedly 
provides scope tor several economies, both internal and csternal. 

Advantages of Small-scale Production. (1) In favour of Hmall- 
scale production it may bo pointed out that tho small manufacturer 
possesses greater degree of manoeuvrability. By prompt decision 
and quick execution, ho can change his front and adopt new strategy 
as the market warfare indicates. Changes can bo made overnight. 

(2) His initiative and responsibility have not been sapped by 
routine. He does not need elaborate system of book-keeping and 
checks to prevent fraud or eliminate waste of labour or material. 
As Marshall says, ' the master’s eye is everywhere,’ and supervision 
is both effective and sympathetic. Hot even the minutest detail 
escapes his notice and everything runs tip-top. 
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■:C’ f (3) yPersonal ; contact A’.v^itih -the employees.,. and; a kind-word 
thrown now and then will rule'out the possibility! of a , strike : or any 
other trouble which, may threaten , a breakdown of the, .productive 
machinery.' , . tv”- •'? 

,* *- i* ' ; . 1 r i ' ' , < I » 1 < i ."•&*;.» , «VSLL*^%0 < »‘ij* ' ! r« } t \ 

./(4) ' Personal contact 'with,, the. customers, , again, j -sends '.them 
away most satisfied and is . productive of good, results, 'tr'n'So 

(6) ' His advantage -is .the ’ greatest 'if ’ 'the demand 7 is. /local, 
limited , and ever-changing. • l‘ '-'z ! - 

' .C 'v'f'. T i .'’ I. _ „iV i f/ ’ y l J\ ,*'(> p f i'* V i.'', , ' 

,j»r £ (6); He is usually the sole/ proprietor, and,,. enlightened self- 
interest acts as a strong spur'to: his feverish ;, activity- and: unremit> 
-ting labour.,- - , r \ -' V w:V >>id « ’./'.TV j> 


1 ’ With the wide dissemination 1 of technical dmdwledgd the nu'rhber 
of external eoqnomi es ‘.is ■ increasing " while' that of -internal -'economies 
is 'decreasing. 7 -This- Helps the small produ’cer.' ■' 'Alsh/where business 
cannot be feduced : to a fbutihe the small producer has ah'; advantage 
oVer the big’producer. '■ ! '-T " > 

.. . Advantages of large-scale' ’production. , La rge-scale production h as 
advantages, of its . own. , V } •_ , .* ■. Vj 

\ (1-),? There is much;-, greater. • scope ;-for « spec ialisationUrothlaf 

.labour and machinery ../-Everybody can.be put on . the job to. 'which 
he can, do the fullest justice and. for every j ob the • hea t— men -fiarr 
.appointed/ .. r : \ -' r .r., v: u . v f 


- (2)" It iB well known. that a big, . well-established; oohcerh-' ca'h 
setup specialised machinery, , A smalPcottoh mih cannot hepreWts 
own finishing or calendering 1 plant: ■•:y' vr i -’r.-nr 

, / ; (3) A big coricern'can ifastal the most modern "mhphin'ery and 
also .have its own; repairing department so that it has'iiot to ' depend 
oh unreliable mtsifts,who sometimes r 'do the repairing’ 'ih : "such ‘ a 
manner’ that the machine stops as soon as they turn their hack. ’/py 

(4r) There are ; then the., .commercial, ^advantages /of /buying 
,aud selling. Several" producers j ‘.compete , . to ; secure the /‘custom 
of a big concern offering ' favourable - terms ' for its • purchases. ‘On 
the other hand, a big concern* commands ' a wide market, ' for 'the 
customer can be' assured of prompt and regiUar Bupply. ' . ’ 5 ” c ■ 

(5) , Its. .vast resources enable it to ‘stand adverse times .better/ ' 


. (6) <;It can afford - to / spend - large amounts : on research:. and 

experiments," which,' in the long run, more than repay, their costs.'. .> 

(7) It canlspend more money oh advertisement ail'd salesman- 
ship. - •> - " ... '/ -/Ik i! v .' ' • 


(8) To a big concern overhead charges ‘or supplementary costs, 
as they are called, come to much less per unit. These are : ’ adminis- 
trative costs or the costs of management, including the salaries : of 
managerial andclerical establishment, ; rent and' cost of publicity and : 
travelling salesmen.' - iJ r - -u ■ - . 1 u •' -/ ■'/ rouh: 

(9) ' Besides it can turn 'waste products or by*pi’oducts-"th •‘good 
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in U I’ and Bihar and cotton mill industry in Bombay. Coming 
to the East Punjab, we find instances of localisation in districts, < 
c.g., hosiery industry in Ludhiana, wood work in Hoshiarpur, fur- , 
niture making in Kartarpur, blankets in KarnalyD urries in i Ambala 
etc. Why is it so ? _ * ' 

' Among "the chief factors that govern localisation may bo men- 
tioned tb n following. 

’ , 1. Near pets Jo Jlaw Materials. To have raw materials near at 
Land i= a great advantage. Transport cost 11 will be considerably 
reduced. Production will be more economical. It is not surprising 
ILdt most of the industries have been started m the regions where 
abundant supplies of raw materials are available, e.y., jute mills in 
Bengal and sugar mills in U. P. 

2. Near mss to Source* of Power. Another attraction for the 
industry is the availability of power lesources. If coal mines are 
near or there are hydro-electric works, several industries will soon 
crop up, c.q., iron and steel works in the coal regions. 

3. Proximity to Markets. It is advantageous for an industry 
to have a wide maiket at bend. There wdl be. much saving in the 
cost of tiansport. The factories near the consuming centres have 
a great pull over those situtated at a distance. The expansion 
of the Indian cotton mill industry to north India and to Bengal 
has been actuated by a desire to be near the markets, 

4. Availability of Labour. If trained labour is available, it is 
covented ns a great facility. That is why now industrialists flock 
to old established industrial centres. If somebody wants to start 
a hosiery industry, he will find it to bis advantage to start it at 
Ludhiana. 

t 

5. Avadibility of Capital. Finance is the very breath of nostrils 
industry, industry without adequate financial aid will soon die. 
Where there are banks and other financies ready to assist industry 
it will be great attraction and industrial units will cluster round 
that centre like a beehivo cities like Bombay and Calcutta are 
the centres of industry because they are centres of finance. , 

Sugar industry is' to be found in D. P. and Bihar because 
75% sugarcane acreage of India is to be found in these provinces, 
jute industry in Bengal and cotton industry in Bombay on account of 
nearness of raw materials and port facilities. Similarly, the iron and 
steel works are situated in close proximity to source of raw materials 
and that of power, __ ' < 

6. Sometimes the political factor is responsible for the establish- 
ment of an industry. Some of the Indian states like Hyderabad, have 
.been offering special concessions and facilities to industrialists to 
attract them. ,f 

r 1 r * ' t I 

-"1. In some cases religious causes, making for large concentration 
of people, give rise to some industries. 1 
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8. In some ease? there is no particular cause except tho mo- 
mentum of an earlj' start. The industry just happened to ho started 
there. 

The most important are the natural or climatic causes which 
affect the growth of raw materials. Tho main consideration is the 
cost of transport. Tho industry will bo found in tbo vicinity of a 
large market because then it will bo possible to reap the economies 
arising out of tho use of ‘indivisible factor*. It will bo located near 
the source of raw material whore it loses weight in tho process of 
manufacture, e.p., sugarcane in tho caso of sugar* bamboos in the 
case of paper making, etc. Tho weight of coal when used ns fuel 
completely disappears. ‘The main reason,’ in tho words ofBenbom, 
‘why different districts specialise in different produots is thntfaotom 
of production are distributed in unequal proportions over tho surface 
of the earth.* 

16. Causes of Further Concentration. After the industry 
has got going in a certaiu place, it then has a tondonoy to gravitate 
to that place. If any new entrepreneur wants to enter in tho in- 
dustry, he, too, will go to that place to start his business rathor than 
start it elsewhere. Several reasons account for tins tendency. 

f 

1. Trained labour is readily available there. 

2. Plant and accessories and raw materials cau be conveniently 

had, 

3. Financing agencies have also properly developed in that 

place. i - 

4. Several supplementary and subsidiary industries are esta- 

blished in course of time, and they aro a valuable aid to the main 
industry. t 

5. Technical journals aro published which aro found useful by 
tbe industrialists. 

6. Associations of entrepreneurs are formed to safeguard and 
promote common interests. 

7. Moans of communications and transportation become 
specialised and adapted to the needs of the industry. All these 
factors considerably assist tho, entrepreneurs. In a new place, ho 
would simply feel at sea and mil find even easy and ordinaiy prob- 
lems difficult of solution. 

8. .Above all, there is what is called industrial inertia. Once 
established in a place, they do not like to move out. They stick to 
where they ate. It is human nature that one is prepared to put up 
with known difficulties rather than face tho unknown ones. 

These are sorno of tho factors which explain tho persistence of 
industries in certain localities. ’ > i 

17, Advantages. All tho factors mentioned above, as the causes 
of persistence of an industry, are the several advantages afforded by 
the place i in which it has become localised, viz.; availability 
of labour, capital materials, etc, tho benefit of specialised transport 
subsidary industries, teobnical journals, associations, etc. Besides, 
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there -(rill bo mutual • exchange of ideas, - quality can be improved, 
costs lowered and common problems thoroughly thrashed and success- 
ful! v solved. Labour of that category will be sure to find employ- 
ment in that place. ; , , , . . .. , , 

Disadvantages' of Localisaion. . 1, There is the disadvantage in 
that dependence of a place on one industry is . dangerous. If the 
industry happens to be inm depressed state all the people depending 
on the' main as ’well. as- subsidiary industries will suffer. The 
entire population of the .place, which depends directly or indirectly 
on that industry, will share adversity. It is like placing all the eggs 
in one basket. ' • • ■' -• . • ' *. ’ 

2. Further, there will.be little scope for the employment of' 
any other type of labour . • ' n ... ■ •• 

* 3. The specialised labour - loses •. mobility and may not find' 
attractive openings. 

The obvious remedy is the one that. is generally adopted, viz., to 
start supplementary and subsidiary and other allied industries: : 

18. Factors Making f ot Dispersion or Decentralisation of 
localised Industries- ' Several developments have taken place in 
modern' times which have’ plucked out old industries' from their 
native soil and planted them into other lands. ; 

1. The devdopmentinthe. means of transportation is ono such fac- 
tor. This development is a double-edged weapon. On the one hand, it 
has helped the- localised industries to keep' to their original-homo 
even though the supply of natural materials, on the basis of whioh 
they originally developed, has been . exhausted and the market', 
originally wide . enough, : is no longer adequate: Distant places can 
now be tapped for materials and markets. But, on the other hand, ' 
it- has helped the transport of heavy plant to distant countries 
which are better markets, c.g., Swedish match factories have been 
started in India and the match industry has been helped to spread 
itself. Labour and technicians can be imported. - 

- 2. Further; the me of rents and congestion, high land prices 
and higher -municipal taxation in thc industrial centres haVo driven 
out the indudry. c.g., cotton mills have been shifting from Bombay 
to Ahtnedabad, Sbolapur and Hyderabad. - . * 

3. Finally, the advent of electricity, which can be carried to a 
distance of 250 miles very conveniently has enabled the industries 
to start at more convenient places for markets and materials. They 
heed no longer cling to the source of power, say, coal mines, and 
suffer from the handicaps. On acconnt of these reasons several of 
the causes which were responsible for localisation have ceased to 
operate and the industries have decentralised, t - 

19. Delegation of the Entrepreneurial Functions. We have 
discussed at some length the various problems of organisation 
that an entrepreneurhas to solve. We wish now to point out a 
tendency towards - the delegation of.somo of his functions by the 
entrepreneur, to other hands, a, : , - ■ • 
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■ - There < was a time when the. entrepreneur initiated, organised, 
directed ->and financed -the -enterprise. - If, it succeeded, ,ho was 
enriched, if it failed, only 1 he -was ruined because, the entire capital 
of the business •was supplied by himself. The two functions of 
organising and risk-taking.- were indissolubly bound up and placed 
in tbe'hands of ‘one man. * • , . - i 

, But Bince the, advent of the joint-stock principle, things have 
changed, although, entrepreneurs of the old type still' abound-. We 
have witnessed a splitting up of the functions. ‘The golden rule 
« control goes with risk' has been broken . 1 An entrepreneur who is 
a master of business technique, . a man of proved capacity and 
known integrity will not -find much difficulty in getting round 
some moneyed men and attract the necessary capital through the 
sale of shares' and debentures. He' may ' invest no capital of his 
own. He initiates plans and designs everything. But the actual 
execution of tlie plan may be'leffc in the hands 1, of paid 1 managers, 
secretaries or the managing directors. 1 ; •'■ 

1 Thus the shareholders, who include the' directors attd the entre- 
preneur, bear the' risk ; organising is done by the entrepreneur and 
management and administration carried’ on by salaried employees.’ 

In modern tunes' even the direction of production has passed 
on to merchant specialists who study the 1 market, the state’ of 
demand at home and abroad and issue directions to the manufac- 
turers and get tho things made. We find, therefore, the entrepre- 
neur simply initiates and organises whereas the other functions of 
'direction and risk-bearing have been shifted on to other shoulders, 
chiefly to the 'shareholders. ' 

' The development of irisuranoo business,' too, has taken off the 
hands of the 'entrepreneurs several of his worries and risks. If the 
treasurer absconds with 'money, if the -factory catches >fire and if 
the materials ’ordered from abroad sink in the mid ocean, the insur- 
ance 'companies are there to make good the loss. ' - 

Again, through forward exchanges and the activities in tho 
speculation market, the entrepreneur by means of 'hedging' can 
cover his losses from unexpected changes in ‘the prioe of the raw 
materials. 1 < 

- FUrther, he is nob the only sufferer ; the huge labour force em- 
ployed in a big' concern also share in the ‘fortunes of the business 
and bear the' risk. • - - > 

* Thus it is ’pointed out that the'entrepreneur has shifted the 
'financial risk -to the shareholders and -several other risks to the 
insurance companies and speculators, -work of direction is being 
done by merchants and management- by the salaried employees. 
What then is left to the entrepreneur? Have not most of his 
'functions been delegated by the formation of the joint-stock 
companies ? , ■ ‘ ,,, 

No doubt the entrepreneur ’has been relieved of several duties 

and worries but tbe delegation ‘of functions is not so complete ‘a s' it 
may, seem. , He has generally to, put in some capital. The directors 

1. P ->r turfchor discussion, see RobertBon — Control of Industry. 
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of joint-^tock company, who net ns entrepreneuri-, nro the biggest 
shareholders and hr nich nin the hetriest risk. Therefore there is 
not much of a breuh in our y olden rule ' Control goes with risk’. 

Aa-vm,' the ‘rh-ks v.hieh the insurance comp vines cover are not 
re ally Minnc-s H-hs and it was unfair to burden the entrepreneur 
u ith t.\( raneons n4 s Pure business risks 'Oil) mntvin with him. 

Similarly, speculation doe® not relieve him of all risks. The 
merchants* pait in direction is only negligible ; it amounts to mere 
suggestion. 

The labourer;! uO doulit do suffer when the bu«ine-s fails. But 
their podlion hi.Vbcen compared with th' 1 pi setnrers of a ship who 
tin shift for tbem'-eh es ivhrn the chip w about to sink, hut the 
rntTeprcnturii the enpt .in, who, is the last man to leave, if he can 
leave it at all. 

Our conclusion then is that there m some delegation but not a 
eomplote one. There ;'i rUro-rc betw m own'rthip an l control of 
business, the shareholders beinir the owner? and the control being 
vested in the directors. The old type of capit-ili't-employer baa 
almost disappeared from bu’uneese*, which count m the ->e days. In 
’the past the entrepreneur supplied capital, he nho engaged his 
labour force die was, tlnrefore, the cuiplot or : but non the actual 
employment and control of 'about is vested in the salaried managers. 
They arc the virtual employers and the capitalist is the body of 
shareholders 

In Indio, howe\ or, this divorce between ownership mid control 
has not been effected to a considerable extent We have in India a 
peculiar graft on the joint-stork organisation, i. c , the managing 
agency in stem. The managing agents are the entrepreneurs. They 
do the initiating, planning, designing and directing. They also 
supply the bulk of the capital. In Ahmcdabnd ns much ns 31 °' 0 of 
the capital resources of the mills are supplied by the managing 
agents. If they supply finance to such un extent, they also retain 
the control m their own hands. The directors arc their nominees, 
are mere dummies. <15 out of 179 directors! in Bombay cotton 
mills in 1925 were nominees of the managing agents. It was stated 
before the Tariff Board by Mr. J. A. Wadia in bis evidence in 1927, 
that if the directors took active part they had to go, and Mr. 
Wndi.a was a director of 13 cotton mills. The real position is that 
the decisions nie made by the managing ,hgents and the directors 
act ns their mouthpieces. The ownership and control in Indian 
compan'es, thus, largely go together, 
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CHAPTER XI 

FACTORS IN CO-OPERATION 

1. Introduction. In this chapter we shall discuss how the 
factors of production, are combined and what problems are raised 
by , their combination. We shall see how they are distributed over 
various industries , and , study the circumstances under which their 
mixing up together will yield diminishing return, increasing 1 return 
or constant return. ’ 

2. Law of Substitution in Relation to the Combination of 

Factors. We have already discussed the law of substitution or equi- 
marginal return in consumption and we hinted that it was also appli- 
cable in production. It is necessary to give this point a further 
consideration when we discuss the way the factors of production 
are combined. < 

Factors iare scarce in relation to demand. If they were fiee 
like air, no economic problems would have arisen in connection with 
them. We would have used them like air, tilt the marginal produc- 
tivity fell to zero, t. e., till we got, fed up with them completely and 
they ceased to make any further contribution to production. Even 
the smallest contribution would have been welcome, because 
it comes gratis. 

■ But we have in fact to pay for them and they are not super- 
abundant like' air. To make this fact of scarcity less painful 
or to make them seem less.scarce, we must choose a little more of 
one or a little less of the eofcher. Substitution of one factor for 
another thus becomes an ‘imperative necessity. This substitution 
takes place through the agency of the entrepreneur. 

The community utilises all the factors of production through" 
the entrepreneurs. He will try to combine the factors of produc- 
tion most economically. The entrepreneur is frankly out for pro- 
fit. Just as the consumer wants maximum satisfaction, the entre- 
preneur is anxious to maximise his profits. Just as the consumer 
gets the' maximum satisfaction by so arranging his purchases that 
from each direction of his purchase the marginal utilities equalise, in 
the same, manner, the entrepreneur is able to get the highest 
possible return from his investment, if he is able to equalise the 
marginal productivities of all the factors he employs. He will 
utilise each factor up to a point where the marginal productivity 
(additional productivity by the employment of a little more of a 
factor) is equal to marginal cost. 

Not only does he ^equi-marginalise the productivity of a given 1 
factor for various uses,® but also the marginal productivity of one 
factor, say machinejy Rgainst another, say labour. If the marginal 
productivity of machinery is greater than' that of labour, he would 
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substitute the former for the latter. The result would be that, on 
account of the operation of the Law of Diminishing Returns, the 
marginal productivity of machinery will come down and that of 
labour will 20 up until the two are equalised. Hence it is clear that 
the entrepreneur constantly compares the marginal productivity of 
one factor with that of another. Only thus can he hit at the most 
economical combination of the factors of production. Whatever 
output he has decided to produce he will try to produce at the 
lowest cost per unit. Ho will try several permutations and com- 
binations of factors of production. In order to devise the most 
efficient as well as the cheapest combination he will substitute labour 
for machinery and vice versa, or land for labour and vice versa, or 
capital for land and vice versa. All the factors compete for his 
choice. Not only is one factor substituted for another but one 
variety of one factor may be substituted for another variety of the 
same factor. An accountant may replace two junior clerks or bul- 
lock carts may be replaced by a motor lorry. The guiding considera- 
tions will be the relative prices of the factors and their efficiency. 
Denham suggests the following formula . 1 

If the marginal product- of fa ctor 4 is grea ter than 
Price of Factor A 

The marginal product of Factor B it will be to 
Price of Factor B 

the advantage of the entrepreneur to employ a method of pro- 
duction which uses more of A and less of B. 

It is necessary to remember that most of the factors are so un- 
like one another that it is not generally feasible to replace one facto r 
completely by another. What usuallv happens is that we use a little 
more of one factor and a little less of another, t.e., substitution takes 
place at the margin. We have discussed elsewhere the concept of 
the marginal rate of substitution. "The marginal rate of substitu- 
tion of anv factor A for any other factor B is clearly the quantity of 
A that will just balance the loss of a marginal unit of B.’' 

The Law of Substitution does not lead us to the conclusion 
that the entrepreneur will produce that output which entails the 
minimum total cost. If u shoe factory provides 10 shoes in a year, 
its total cost may be the least but it does no pay the manufacturer. 
He is not directly concerned with the cost ; hi® sole concern is to 
maximise his profit and he does not mind spending more and more pro- 
vided it adds to his profit. Similarly we cannot infer tfrom the law that 
his output will be sficb that the average cost per unit is the least. The 
entrepreneur, cares little for the average cost. It may be going up, 
he does not worry the least, provided the marginal revenue exceeds 
*he marginal cost. Our conclusion is that the entrepreneur will go 
on expanding bis output till marginal revenue and marginal costs 
are equalised and the Law of Substitution sin/ply tells us that this 
output he will try to produce in the cheapest possible manner.- For 
< r i t B?nham — -Economies, MMO, p- I 93 • ~ 
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thSt purpose lie will discover the most economical combination of 
factors. This is the principle on which the factors co-operate, or 
are combined, in production. 

3. How are the Factors of Production Allocated Among the 
Various Industries ? This question has been partly answered 
above. Factors of production being strictly limited, it is very neces- 
sary that they are so allocated among the various industries that 
the community derives the greatest benefit out of them. It would, 
of course, be ultimately determined by the consumers' preferences. 
The consumers will have to decide which assortment of goods they 
are prepared to forge in order to satisfy the rest of their wants 
more fully. 

(i) Allocation when the factor concerned is a free good. We need 
not worry about the ^allocation of a factor, which is a free gift of 
nature. In that case it will be combined with other factors or, what 
is the same thing, allocated among the industries, in such a manner 
that its marginal productivity is zero. Its use does not entail any cost; 
it will be used so long as it can make even the smallest contribution 
or till its extra product falls to zero. In a new country where land 
is enough and to spare, it will be used like air, t.e., till its marginal 
utility is zero. In that way the return on other factors will be maxi- 
mised. For example, you can maximise productivity per man by 
giving him say 1000 acres. After all each acre will make some 
contribution at least. In the same manner in a country of teeming 
millions like India or China where man is held cheap and other 
factors, like machines, are considered dear, labour will be used to 
such an extent that its marginal produot is very low. It will not 
matter, because the wage is also very low. The price of the factor 
is the governing consideration. If the price of a factor is zero 
(t.e. it is a free gift), then it will be allocated so as to bring its 
marginal productivity to zero. 

(ii) When a factor is not a free good . In actual practice, how- 
ever, none of the factors are free gifts of nature. Each factor will be 
allocated among the various industries in such a manner as to equa- 
lise its marginal productivity in every industry where it is employed. 
No factor will be used till its marginal productivity is zero because 
in some other industry, its marginal productivity is bound to be posi- 
tive (more than zero) In the absence of the factors being free gifts, 
productivity of a certain factor, say labour, can be maximised by 
withdrawing the other co-operating factors from other uses. While 
making this reshuffle, the marginal productivities in the alternative 
uses will have to be compared. If marginal productivity of labour 
is greater in iron and steel industry and less in sugar industry, then 
labour will be shifted from the latter to the former till the marginal 
productivities in the two industries are equalised. In the same 
manner if land devoted to sugar cane cultivation yields more than 
in growing cotton, it will obviously pay to withdraw some land from 
cotton growing and divert it to sugarcane. This diversion will 
continue till the marginal productivities in the two alternative Wes 



1C, 4 31 ODER X EC0X03IIC THEORY 

of land have been equalised. W bat applies to these two factor 
applies to all. The factors of production will be ideally allocated 
among the various alternative uses when there is no inducement for 
diverting them from any one use to another. ’This will he the case 
onlv if the marginal return in each use is equal. So long ns it ir not 
equal reshuffling will go on. The best allocation of the factors of pro- 
dneiton i* wh»n *tKc lotue of marginal product of factor , trill be the 
same in e<*ry line in ukich it is employed’ or the equilibrium situation 
icith regard tn allocation of factors ‘is that m which the community 
places the same value upon marginal product’ of the factor in every 
industry. 

4. Wliy are Some Factors Left Unused in a Country ? It 
will al°o be clear from the above discussion that it will pay a com- 
munity t-o let some of its factors remain idle. In every country 
there is ample wood in the mountains. The Himalayas abound 
in unevploited forests. There are probably lot of minerals lying in 
the bowels of the earth. Only 6% of our hydro-electric resources 
have been developed. Why l 

Why do we not use all these resources * The answer is that 
the development and exploitation of these idle or unused 
factors require the aid and co-operation of some other factors. 
These ro operating factors are not lying idle. They will have to 
be withdrawn from their present uses According to the principle 
laid down above, the factors are supposed to have been allocated in 
the manner which the community has decided to be the best. If it 
were more profitable to develop thc-'c resources, some enterprising 
entrepreneurs would have undertaken the tisk already. The fact 
that it has not been done is a proof that the marginal productivity 
of the factors, if used in these new directions, would have been 
less. Hence it is that the community i« getting a better satisfac- 
tion from the factors at its disposal by leaving some of them un- 
used. Thts exposes the fallacy underlying an argument that we 
shall increase our satisfaction by using the unused factors. The 
growth of other factors will, in course of time, make the exploita- 
tion of these resources worthwhile, j 

There is another corollary from this discussion. It always pays 
to discard obsolete machinery and equipment to make use of new 
and more efficient one, for the factors are not producing in combi- 
nation with old equipment as much as they can in conjunction with 
the new. It is clear therefore that the cry "railway capital in 
danger ” is false when a better means of transport either road 
transport or aviation, is available. The community will be able to 
satisfy its wants more fully and more economically with the 
factors at its disposal if old machinery or technical equipment i« 
scrapped off. 

, 5- Law of Returns in Relation to Combination of Factors, 
there are three laws of Returns known to economists. The Laws 
°f diminishing, Increasing and Constant Returns, “There is said 
to he increasing, decreasing or constant return according as the 
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marginal retiirris rise, fall or remain unchanged ” as the quantity 
of a factor of production is increased. In this case the returns 
increase or decrease for a particular factor. 

But the industry as a whole may also he subject to varying 
returns. Then it is best to refer to costs of production. An 
industry • is subject to increasing, decreasing or constant return 

according as the marpvi'alftost. of prc.dwc.tiwa falls, rises or remains 

the same, respectively, with the expansion of the industry. 

6. Law of Diminishing Returns. We have already discussed 
the Law of Diminishing Returns in all its aspects at some length 
and we do not propose to cover the same ground again. But there iB 
one point that we wish to re-emphasise here, viz., that the Law of 
Diminishing Returns represents the most efficient combination of factors 
of production. It is a combination that will bring the highest return. 
We refer to the table on page 107 and the discussion on the subse- 
quent two pages. It is clear from there that we can get increasing 
return per man but all such combinations will involve a wasteful use 
of land i.e., more land is given than the number of men can properly 
cultivate. It stands to reason that by giving more and more acres 
of land, to a man, it is possible to increase prpductivity per man and 
this can be done tillthe marginal product of laud, i.e., (productivity 
of the last acre added) is zero. Eut this is a highly wasteful use of 
land. Land being scarce and commands a price. Such a course 
will not be , adopted by any sensible person. Thus a Combination 
in which you get increasing return per man is not an efficient or 
economical combination. _ 

Similarly, you ct«i maximise return per acre, and get an increas- 
ing return, by throwing more and more labour aud capital on it 
which, again, will mean waste of capital and man- power and hence 
not an efficient combination. 

Thus any attempt to obtain increasing return either per man or 
per acre will represent a departure from the most economical combi- 
nation, which will be one when increase in factor will lead to dimi- 
nishing return setting in. We expeot that in practice every factor 
will bo combined with other factors in such a proportion .that if it 
alone were increased its average product would diminish. This point 
will represent the right combination or a correct balance 'between 
the various factors in the combination. Any other proportion will 
mean less than the maximum return. 

There are economies obtainable from increasing the scale of 
production or by fuller utilisation of the indivisible faotor but these 
are quite apart from those economics which arise from combining 
the factors in right proportion whatever the scale of production 
undertaken ; there is a certain combination of factors which would be 
the ideal one to produce that output and it will not be the one 
which yields increasing, returns to some factors at the expense of 
others. But the point where the increase of factor leads . to dimini- 
shing return for that factor will be the most efficient combination in'- . 
creasing return being a sign of wasteful use, i.e., a wrong combination.'- 



166 


MODERN ECONOMIC THEORY 


“ AsYhl ^rnL^ am r tatC t he Law of Diminishing Returns thus ■ 
inZts^ST t°T ^ CtOP in a combination of factors il 

that factor with diminish’ ThiX^'™ 1 ^ average product of 
knowledge is riven and tw fp umes thlt Be state of technical 

ieQ ° e 13 gIVen and that ‘here are no economies of scale. - 

' 7 T.r r . {Benham). 

increasing returns ifane^tra 4 11 industry is subject to 
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operates in an’industrv If tbat tbe Daw of Increasing Returns 
price of the product fdls. ex P ansion of its output, - the 
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of labour and industry nn^ +i Advanta g e f from specialisation 
economies make it possible to 1 ° bercom!nercia l and miscellaneous 
have increasing returns.^* ^° Wer ^ be cos t of production and we 

of an e s sen ria^fa c tor! ° ' B u t^i/all °P cr a tes '"'hen there is dearth 

quisite quantities when fPe • a fact ’ ors are available in the re- 
increasing Returns will o^te ^nf 6Spended ’ then «»S Daw of 
provided that there is mTdearth rlt t e i c P ansicm of an industry, 
tends to be accompanied other tv °f suitable agents in production, 
turns. ompamed, other things being equal, by increasing re- 

mg iSurns! ^Wd” SV f 6 at the W of Boreas- 
able factor is applied to const™/? f et mms operates when a vari- 
or set of factors is increased and ^ ben only one factor 

of the factors combined.' This i- d 15 a defective proportion' 
b>ow to restore the balance ini ° n lncorre ct combination. • 

balance is completely restored ^ returns will follow till the 
attained Any P d*£rKS o? th£°f ’ perfect adjustment is 
diminishing returns. ^ ec ! u dibnum will again lead to 

of Increasing Returns* ^Su bas a clo3e hearing on the Law 

da ^ 200 boarders but ^pineri^ 6 budds a hostel to aceommo- 
2o0. If actually the number of hn made to ' accommodate 

increase in the number * han 200 ’ tta ' every 
cause the hostel, an indivilble ¥ 0 wiU .?' le M an increasing return be- 
Similarlv I ITr factor ’ 13 bein g more full/ used, 
demand and in actuM pS*>' 3 Pj“ttocope withapehk 
In that circumstance when an -.ddP^ ^ below capacity, 

or factors, the indivisible factor ST “ mad / SOme othcr factor' 
creasing returns will follow V* “T fully . em P lo ? ed and in- 
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*• - Chapman, Yp. cit.JTioT' — — nve umes, 
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ment away from it the diminishing returns. But if we keep to the 
optimum, for however short period it may be, we shall have constant 
returns. 

There is still another way to explain the operation of the law. 
When there is a dearth of an essential factor, there operates the 
diminishing returns and when all the factors have elastic supply and 
economies can be effected if the scale 5b increased then wo have in- 
creasing returns. But if the requisite factors are available in the 
right quantity and we havo rt ached tho optimum of the economies, 
then increased application of the factors will simply lead to propor- 
tionate returns. The Law of Constant Returns will also operate if 
“ rising costs due to scarce factors of any kind are just equal to the 
economies of large scale production.” 

9. Rationali ration. So fir wo have been studying the combina- 
tion of factors from tbe point of view of individual firm. Now let 
us look at the industry as a whole. When it is organised in the 
best possible manner it is said to be rationalised. 

.After the World War of 1914-18, Germany, stripped off a part of 
ts valuable territory and faced with heavy reparations demand, was 
forced to reconstruct its industry. This process of reconstruction ha? 
been called Iialiontilization The movement soon spread to other , 
Continental countries, England and America. But it had its fullest 
application in Germany. For Germany rationalization was an impera- 
tive necessity. Without this they could not support themselves and 
pay war debts. There rationalization became a popular cull. 

, The main idea underhung rationalization is to bring tbe efficiency 
I of an industry as a whole to the highest pilch possible by eradicating 
all causes of waste and inefficiency, and to bring about consciously 
and deliberately an adjustment between supply and demand so far 
as the products of that industry are concerned. 

Under competitive capitalism equilibrium is established by tbe 
, f ree working of natural economic forces, but this natural adjustment 
entails suffering and sacrifice. For example, if there is over-production, 
then price will fall, tho working of some concerns will become un- 
remunerative ; they will struggle for some time, may be a year, but 
will ultimately go down so that supply may be adjusted to demand. 
The advocates of rationalization sav that this sti uggle and suffering 
is avoidable by anticipating depression rather than waiting passively 
* 0T to come about. They point out that tbe industry as a whole 
can be so scientifically organised and systematically managed that 
-uchz crises can be avoided altogether or their severity mitigated if 
they actually occur . The remedy is rationalization. 

In the words of Balfour, “It (rationalization) really is the 
method of technique and organisation designed to secure the mini- 
mum waste in effort and material, added to that, the scientific 
organisation of labour ; the standardisation of materials and products 
and the simplification of processes and physical improvements in ths 
system of transport and marketing.’' 
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The main planks ip the rationalization programme are moderni- 
sation, scientific management and amalgamation. Every producing unit 
in the industry must have a most modern and complete equipment 
of 'plant, machinery arid other accessories, so that every part of the 
equipment is nothing le s than the every best. All worn out, old 
design and obsolete machinery is to bo ruthlessly .scrapped. ' It 
requires heavy financial 'investment, no doubt, but it is recognised 
that working on tho old plant really does not pay and the use of up- 
to-date machinery is very profitable in the long run. The less en- 
tailed in scrapping of the obsolete plant is ultimate]}* more than made 
up. ‘ 

But mere modernisation is nob considered enough. It must be 
accompanied by scientific management. The idea of scientific man- 
agement originated with Taylor in America. It involves Time Study, 
Motion Study and Fatigue Study . , Tho personnel of the factory is to 
be trained and instructed in using tho besl> possible method of doing , 
the job in the minimum time. These methods are discovered by the 
intensive study .of time and motion involved in work. The idea is 
to eliminate all waste of human e’nogry, to do the job in as little’ time 
as possible and with the minimum of fatigue to the worker. Scientific) 
management is also to bo applied to the organisation of the office 
and tho factory generally. Modernisation and' scientific manage- 
ment are calculated to bring tho efficiency of individual units in tho 
industry to the highest possible level, i « » . 

Maximum efficiency of each individual unit in the industry, how- 
ever, does not solve tho problems of the industry as a whole. It 
may rather create the problem of over-production when each unit is 
turned- to the highest 1 pitch. The basic idea of rationalization is not 
efficiency of the units but the liialth and efficiency of the entire industry. 
This necessitates a collective action on the part of all - engaged in the 
industry. Most of the ills of the industries can -bo attributed to tho 
existence of isolated, independent apd-unco-ordinated units. They 
try to shift for themselves and bring down the industry in the attempt 
just as a similar oflort on the part of tho depositors of a bank ruins 
the bank and themselves. Close co-ordination and cordial co-opera- 
tion among tho producing units seems, to, be absolutely- essential. 
Without centralised control the complicated and difficult problems of 
modern industry, especially regarding efficient marketing cannot bo 
successfully tackled. With this end 1 in view amalgamations’ arc 
advocated and fostered. The inefficient units are 1 to be closed down 
and the 'efficient ones' are to be knit together so that the industry 
becomes an integrated whole. Production is concentrated in the Units 
which have the lowest cost of production. Special attention is to be paid 
to scientific marketing while assigning quota of output so- that cross- 
haulage is avoided and nearest markets are served hy the nearest . 
units. This will reduce transport costs to the minimum; 

Rationalisation is beneficial in several ways ; — ! ' ’ ( 

(1) Economies of scale. Iu a rationalised industry the producing . 
units are large and all the economies, of large scale production 
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are available There is economy of buying and selling, economy of 
space, economy of tools, economy of specialised labour and that of 
specialised machinery. More money can be spent on research and 
experiments. 

( 2 ) Improieinzni '"71 the stand arc! of living. Mass, and stand- 
ardised prodnet’on lovers cost and brings products within the reach 
of poor members of the community. The standard of living conse- 
quently rises. 

(3) Increase m competitive strength. A rationalised industry 

is strongly entrenched against onslaughts of foreign competition It 
can con=,derably cut down the costs 'and face competition confi- 
dently. ' 

(4) Stability. The industry is able to face bad times with 
greater confidence because of its large financial resources and large 
volume of trade. Periodical jolts and jerks can be avoided. The 
depression can bo anticipated and suitable measures adopted. Much 
suffering is thus avoided. The industry is thus placed on a sound 
and stable footing. 

But rationalisation is not an tinmised blessing. It cieates 
several problems and difficulties, viz., 

(1) Financial Difficulties. Rationalisation needs heavy ex- 
penditure. The capital structure of the industry becomes costly and 
may handicap the industry m meeting foreign competition, coming 
from industries having more economical capital equipment. There 
is danger of over-capitalisation. Additional financial aid may' not 
be foi thcoming when farther steps in rationalisation are necessary. 

(2) Displacement of Labour. Rationalisation involves a high 

degree of mechanisation. The immediate effect of the introduction 
of machinery is tho displacement, of labour. If human-beings suffer 
rationalisation is not commendable. In the long run. however, more 
employment is created. ' » 

(3) Abuses 0 / Monopoly. Powerful combines which are the 
outcome of the rationalisation movement exploit the consumers and 
charge un tuly high prices although they are in a position to reduce 
the prices. 

(4) Less Scops for New Business Talent. Tho industrial 
leaders of big combines throttle the rise of new enterprise. The 
promising rivals are ruthlessly and unceremoniously crushed. It is 
a national loss. 

Competitive capitalism .s almost dead. 5 It is a pity that the 
udian- industrialists are still living in the 19th century. Our jute 
, ’ 11 industry, sugar industry and "cotton mill industry* and several 
others have been suffering from lack of co-operative action but they 
have not given up the path of isolated individualism. They prefer 
to sink alone to swimming together. The truth of the simple pro- 
verb 'unity is strength J has not yet gone home. ’ A proposal for 
rationalization of the cotton mill industry was torpedoed by tho 
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senseless opposition of a few managing agents. Cement industry in 
India is the only industry which by cartellising itself chose the path 
of sanity and wisdom. Lot us hope that our industries will rationa- 
lise themselves to meet the post-war industrial struggle. 

, 10. Joint Supply. Here, is another problem presented by the 
combination of factors. In case of joint supply two or more things 
are produced as the result of joint oosts of production. They are 
generally produced in fixed proportions and the producer must accept 
them as they arc. He will not be ablo to assign separate costs to 
each of the two product’. ‘ Cotton and cotton seed is said to be the 
example of thi* type. The proportion of the two cannot be varied. 

There are cases, however, when it has been found possible to 
vary these proportion*. By cross-breeding in the case of sheep it 
has been possible eifchot to' breed good wool yielders or good mutton- 
.yielders. Jn a case like this it is possible to ascertain the marginal 
cost of each. A change in the quantities produced will make a 
change in ( the total coat and from this change marginal cost of each 
can be found out. If you breed more wool-yielding breed, then the 
extra cost entailed or the addition to the total cost is obviously the 
marginal cost of so much extra quantify of wool. In the same way 
marginal cost of mutton can be ascertained. This knowledge of 
separate marginal costs will help the entrepreneur to adopt the most 
economical combination from his point of view, whether, that is, 
considering the respective demand prices he wanted to have more 
wool or more mutton. 

11- Composite Supply. Composite supply represents a case 
when a certain- want can betsatisfied by two or more commodities 
which are really substitutes for one another, e.g.e tea and coffee or 
labour and machinery. It will happen in a case like this that when 
the demand for one thing increases, the demand for ,tho other de- 
creases. The combination of factors of production v, ill be adjusted 
accordingly. If it is discovered that a certain combination will 
produce tea much more cheaply', then tea may replace coffee and the 
factors so far devoted to the growing of coffee may' be diverted to 
the cultivation of tea, 

J I 
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CHAPTER XTI 

FACTORS OF PRODUCTION IN RELATION TO THEIR 
MOBILITIES 

1. Introduction. We have discussed elsewhere how the func- 
tional:; of tne price-syriem tends to bring about a harmony between 
the producers and the consumers. The producers tend to pro- 
duce that assortment of goods and services which the consumers 
most prefi r. Any change in consumer’s scales of preferences must 
produce corresponding changes in the direction of productive activi- 
ty. This striving after the satisfaction of the consumer’s wants goes 
on ceasch'slj , because that way lies the maximum profit for the pro- 
ducer. * 

2. If The Factors Were Specific. The extent to which the 

entieprenrirt can make the desired changes in production depends 
upon one important question. tiz., how far are the factors of produc- 
tion mobile or adaptable to the changed conditions. If the factors 
were all specific without the least degree of flexibility in them, then 
the power of the entrepreneurs to introduce changes in the produc- 
tive system would ho seriously curtailed. It would not be possible 
then to make any variation in the assortment of goods and services 
which are being produced. Their work would be Tery simple then. 
Thev could either increase the quantity of goods and services or 
decrease it by using more or less of the factors. But the factors, 
being specific, could not have 'been moved out of their existing 
giooves. ’ 1 1 

3. Actually They Are Not Specific. Fortunately the factors of 
production are not so specific as that. They possess a high degree of 
mobility. The extent of the mobility, of course, varies from country 
to country. It depends on several factors, viz., the development of 
means of communication and transportation, the state of technical 
knowledge and the extent to which political and social harriers have 
been broken down. In some countries the conditions in this respect 
are more favourable than in others, hence a greater degree of mobi- 
lity. 

4. What is Mobility ? By mobility we do not ,mean merely 
physical or geographical mobility, i.e., the bodily transfer of a factor of 
production from one place to another, although the term mobility 
includes this too. But mobility also implies an alternative use either 
in the same place or in another place. In this sense mobility means 
mobility _ beticeen occupations, mobility between places, and mobility 
between industries. A farm may he devoted to the cultivation of 
cotton instead of sugar-cane, it is change of industry but no change 
of place. A manager of a cotton mill at Ahmedabad becomes a 
manager in a mill in Bombay ; it is a change of place hut not of 
occupation. A Professor of Economics in Bombay takes tip a job of 
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an, [Economic Advisor .to a bank in Delhi ; it involves a changeiof 
place and also a, change of . occupation. The person is the same, but 
he becomes a different .factor altogether. t A clerk gives up his job in 
a sugar-factory and becomes , a clerk in a cotton mill ; he has changed 
the industry.' Thus a mobility of one type does riot necessarily in- 
volve mobility of the other two types, too. Wo' shall discuss , the, ex- 
tent of mobility in the case of 'each agent of production. 

’ , 5. Mobility of Land. Economists define land, as consisting of 

"natural resources' like, 1 mountain, sea,' rivers, climate, ,Boii. i air, .sun- 
shine. etc. It is possible' to divert the course drivers , by, building 
dairis and trim the water into canals. But we must confess our 
inability to .move mountains from their places, to change a, tropical 
climate into a; temperate ' one, to carry our .land to a 'region 
where rainfall is abundant or' bodily transfer our college building 
and Hostel to a beitef locality. ‘ “ Land ” baffles our efforts, as 
regards mobility eirico geographical mobility of land is out of the 
• question : -b '• • • v«' ; " : ‘ i 

•; * u 'But, -tbis is not the only’ kind of 'mobility with which we are 
’.acquainted.' Mobility/ in the sense that we have defined it, means ' 
,the : possibility of a-faetbr -being put 'to* alternative rises. Island 
absolutely specific 1 Although "some land riiay appear to be barren' 
and . may . , he' -able ,to grow - ’ nothing except scanty grass blades for 
goats- and r-Bheep <on account of meagre rainfall,. yet most of the land 
is; not -such; and even this land may be made to grow several other 
things by. -human efforts. . To a superficial observer, the Himalayan 
-ranges, may seem-fit to grow' forests arid nothing else, and yet it is 
not so; The small irregular level patches of ground here arid there 
show, -that . man can , turn oven dense' forest and hilly land into an 
arable t one. Similarly y the marshy land can, by drainage, he made 
to grow rich crops. d b ‘ . ' 

6., a How .Land May Be: Made, Mobile. Although Viand, does 
.possess, some degree of specificity, ’yet within corfcain limits it can be 
made to. grow ; ;quitd ; a,. large, , variety of crops. A' man may not bo 
able .bodily ,, to, transfer ■ his land, from one city to another, yet 'by 
selling : it . in , one place and buying, -it at : another, he has given it 
mobility. There , is another-, ’^vay.; A man, having land in different 
places., may divert labour and capital to one place, and. improve land 
there and neglect it at another place. : Thus one land becomes more . 
productive and the other loses .productivity and it is productivity 
in which we are really interested. In this way land becomes 
mobile! ‘ 

But i a greater mobility is, ‘given to land where the product 5 of 
land itself is transferred. It’ - practically transfers the • service of 
land from one place to another. We value a factor not for its own 
sake but for the . service it renders. . Thus land is not so immobile 
as - is , generally, supposed. It can! be put to seveiaralternative'uses, 
wheat growing -land can be >changod into pastute land and vice versa. 
If ; nothing also can be done its product can bo transported. This 
degree of mobility is sufficient - for the - community -to ; produce’ the 
assortment of things.it most prefers. 
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The onlv limiting factom in mobility are climate, and the 
nature of tlie mil. Large invi'-tment of capital may also be needed 
for making led fit fot al*.’jintive purposes. But the limitations 
are not too s ( ri o i ■ *- i\« to render land entirely immobile. 

If tie Go\ eminent mipoM.i, restrictions on the transfer of sale 
hv lieavj nriMratjon fee U n tinns-firr*, it mil fend to reduce its 
mobihiv." T ! n Punkah Band Alienation Act of i HOI applicable in 
the East Pnni'b 1m eomruhat restrictive effect, for non-ngricul- 
tnrhtf v.ho may 111 c to invest capital in hand are not permitted to 
purchase land from the agriculturists. Agricultural land is not 
ellowtd to he put to non-agricuHural uses. The non-agriculturists 
in f] > Fast Punjab are generally mooejed people. Restriction 
imposed on tlie'r purchases of land means a divorce between land 
and capital. The most efficient combination of the factors of pro- 
duction may thus be picvcmtd. The Act, however, may bo justifi- 
able on other grounds. 

7. Mobility of Labour. The human baggage is said to be the 
least portable. Let us consider to what extent mobility, in nil its 
forms, exists among the workers. It may be repeated here that 
there a-o three types of mobility, tiz., mobility between industries, 
between places and between occupations. 

Mobility between industries. Mobility between different indust- 
ries presents no difficulty. An accountant, a typist or a oliowkidar 
m one industry can easily occupy a similar position in some other 
industry. The work of a machmeman or a mechanical engineer or a 
statesman is practically the same in every industry. There are a 
number of occupations common to nil industries. Hence mobility 
between industries is quite easy provided there is no change in 
occupation. W benever, therefore, some industry is contracting and 
another is expanding, such people can easily shift. 

Mobility between places. As for mobility of labour from one 
place to another, called geographical mobility, thero are found fairly 
formidable barriers. There is the dread of the change, very vague 
but nevertheless real. No person likes to be uprooted from familiar 
environments and transplanted in an uncongenial soil. Few 
people have the heart to begin life afresh in a now place, especially 
it is so with people who are getting on in years. The youthful 
workers are enterprising and adventurous and they can be easily 
persuaded to move out. 

Differences of language, habits, customs and modes of life are 
Other deterrent factors for labour to move either from one part of 
the country to another or from one country to another country. 

Mobility between countries is further hindered by immigration 
laws. India has an over-flowing population, whereas there is lot of 
elbow-room in Australia, New Zealand, Africa, Canada and America 
but immigration laws prevent the Indians from entering such lands, 
because the whitemans standard of living is threatened. System. 1 
of poor relief, unemployment benefits and other 'state assistance ' 
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offered to the workers in -•distress', reduce desire for mobility and 
renders labour all, the more' immobile: : ' '' ; 

In 'India 'bur crowded cities, congested industrial areas, ‘lack o . , 
housing facilities, 1 insanitary surroundings, high cost of ~ living, an 
ever-recurring cycle of epidemics, are quite enough to frighten away 
labourers. : That is why the Royal Commission on Indian Labour 
remarked that labour is . push'ed; "and not pulled, into industrial 
; .employment; . i ‘.\ O .'•>>’ - 1 ‘ ! ’ ' 

The development in the .means of communication and' trans- 
: pottation has facilitated geographical mobility' considerably.'; 1 When 
in the post-war years' a journey WAmerica can be ' performed by' 
air* in' 48 hours and there is a corresponding stepping up of .other , 
means of transport, labour is sure to become more mobile; ; 

‘Mobility [between Occupations. . Mobility between occupations, 
is the .mdst difficult one. , It is of two types : (a) Horizontal Mobility, : 
t.e.y mobility between Wo occupations ;.6n the same level,. e.j.,. a . 
professor of" History becomes, a. professor of Economies or >a, black-, , -i 
smith becomes a carpenter. Such a mobility is not so difficult ; a v 
man endowed with commonsense aud of reasonably hardworking , 
habits can;' after a short period,' adjust himself to the new. position. 

(b)' Vertical mobility is , , the mobility to a .highbr level, e.g„. V 
clerk becomes a teacher or ‘a mistry becomes an engineer- 'This 
jt mobility is ; very difficult. ' Apart from ' natm-al aptitude, different 
occupations' - require different 1 skill and , knowledge ; arid it is hot so ' 

, “easy for one • 'to fit oneself into ' another occupation; ■ especially if - 
one, has already 'put in *- : a* certain number of years in one occupa- ■ 
tion. In - case one is new to an -occupation 'chances of one’s moving 
out are greater but as years pass they become, remoter and remoter. - 
8^ How Far is Labour Actually Mobile .? , There is said to be " 
freedom ; of' enterprise or - occupation - under ; the present economic', 
system. But it. is all in theory. -;A ;, surgeon’s job. is.very-paying J antbL‘ 
many, people. - would like ;to -send -their ; sons r into ; that,, profession, 
But how many ; parents .can afford , to spend Rs ■ 25-40 thousands on- ' 
their training and education and how, many, young-men have the." . 
patience, . aptitude and ability .to, get F. It. -0..S., (London).,? , , i 

To tell a poor • man that rdoor,s of all, occupations are open to "■ 
him is" a cruel joke. ; Examinations, licensihg;8ysteni and demanding . 
high premia for apprenticeship (e. g., ripthepase -of jchartered^ahdh- 
-incorporated: accountants) ’ apart . from restrictions, imposed by- 
industries themselves are effective' barriers which riot niariy, can'. cross..,,.. 
Some jobs, ; like the high civilian post o.r piosts , ui ', diplpmafip,; 
service.'/require'high socihl'statiis aind irifiueri.ee of the parents.;., Thi,B } . 
last factor is the most potent orie in keeping ri yoririgi man, of a poor 
familyoff. ‘ \ 

There is ‘thus very little' mobility among grades of labour. It', 

, is not -surprising thpt the most respectable " job's happen also to bo 
: the most reriiunerativ'e ones while those in ' the 'lower "social scale^ ,,, 
are also in the lower economic scale. 1 • ‘ ' ' 
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But mobihtv -within a group and among unskilled labourers is 
fairly sufficient for the purpose of making economic adjustments. 
There is a -wide range of jobs that a man having leasonable physical 
fitness and endowed with a fab amonnt of intelligence can success- 
fully take up. Further, a wholesale movement of labour, is not 
needed m order to meet a new situation. Labour may be sluggish 
but mobility goes on slowly hut sorely though imperceptibly from 
occupations where the demand is less to thorn where it is greater, 

Aeam, v, tint is wanted is not direct substitution but merely 
indirect reshuffling. If cotton industry is contracting and the sugar 
indu'd ry is expanding, then it is nob necessary that there should be 
a direct transfer of the personnel from the former to the latter. 
What will actually happen will be the shifting into allied occupa- 
tions Some workers from cotton industry may move into jute in- 
dustry and some of the latter may move into paper mills and workers 
from jute or paper industry may infiltrate into sugar industry. 
There will be several other lines in the chain. But ultimately, 
without much hardship or disturbance, tbe mobility from tbe con- 
tracting to the expanding industry will be effected. 

A stationary or declining population is a handicap in the way 
of mobility, whereas a growing population like that of India is a 
great help, for the new generation can enter into new occupations 
and avoid those which are becoming unremunerative. 

Our conclusion is that although there are very serious handi- 
caps in the mobility of labour, yet for adjusting economic factors 
to the new requirements of industry, it is sufficient, unless the 
changes are very rapid and fundamental which is seldom the case. 

9. Mobility of Capital. Capital take3 several forms. There 
is working capital consisting of a bank balance, stock of raw 
materials and semi-finished goods, and consumer's goods. About 
the mobility of this part of tho capital there seems to be little 
doubt. Money is absolutely in a floating state and can be put to any 
use and may be taken anywhere, the same is the case with con- 
sumer’s goods in the hands of producers.' Raw materials and semi- 
, finished goods are also fairly volatile. 

Another competent part of capital consists of tools and imple- 
ments and simple machines which can be used by every industry 
and can be transferred to any place with ease and without much 
cost. This part of the nation’s capital is also mobile. 

But. the most important and the most expensive part of the 
communtfcy’6 capital consists of the fixed capital goods, i.c., bnild- 
ings of factories, machinery, permanent equipment of railways 
like railway lines, station buildings, canals, tube-wells, etc. , In such 
cases mobility is lacking. AE such capital is permanently fixed and 
cannot be easily moved to other places^ Suppose a farmer has made 
a mistake in locating his farm house and well and ho wants to 
,r >terchange the place of the two. Nothing will prevent him from , 
puinng down the farm house and dimantling the well. The 
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materials can no doubt be used again. But at what cost ? He 
will be able to salvage only a fraction of the original cost. The • 
loss is so much that no man of ordinary - prudence- will undertake 
this type of reconstruction. Only Mohammad Tuglaq could change 
his capital form Delhi to Devgiri and order the wholesale move- 
ment of the people to, and then from Devgiri. There is a very 
recent instance of dismantling of plant and its transportation. When 
the deluge of Nazi hordes was hardly a dozen milrs from Moscow, 
the Russians had to dismantle their plant and machinery and 
other equipment of heavy industries and transport them behind 
the Ural Mountains. But here coat was no cansideration. Such a 
thing will never be done in normal times. A Hitler was needed for 
making the unusual usual. Under ordinary circumstances fixed 
capital is fixed and not mobile. t 

Further, such capital is usually also sunk or specialised. You 
cannot turn a cotton mill into an ice factory or a jutff mill into a 
sugar factory. When an enterpreneur has started an undertaking, 
his die is cast.' He has burnt his boats and there is no going hack. 
Not only, therefore, the fixed capital must remain where it is but 
it must also continue to be used for the purpose for which it was. 
originally intended. When we think of each capital, immobility 
seems to stare us full in the facer 

But by mobility we do not merely mean geographical mobility, 
it also means the possibility of being put to alternative, uses. In' 
-this latter sense even capital possesses a fair degree of mobility. 
Transport services can be made to carry anything. 

Plant can be made to produce, with very slight modifications, 
entirely different products. It is said that the machinery used in 
the making of watches, can be made to produce sewing machines, A 
plant meant for motor oar production can be used to produce 
aeroplanes and other armaments. 

Even within its own lino a wide range of articles can be pro- 
duced in the same factory with the same jilant. A c-.tton mill can 
•make shirting, dhoties, suiting, lowels, bedsheets and what not. 
A sugar factory can make ordinary sugnr or sugarcubes. A jute mill 
may make hessian or sacking. The variety of final products which a 
paper mill can make is indeed very large. To a layman capital seems 
to be sunk but the entrepreneur knows what he knows. He has 
several strings to his bow and several schemes up his sleeve. Al- 
though, therefore, capital will remain where it is yet the possibilities 
of alternative uses are not so limited. 

Besides, flexibility to tho capital structure can be imported in 
another way. There are new savings like the new generation of 
labour. These savings can be diverted to those uses, which have 
• become more important and more profitable. Every manufacturer 
sets aside certain amount out of the annual profits towards the 
depreciation fund. The fund is utilised for repairs, renewals and 
replacements of the plant when it has become worn out or obsolete. 
But it will be very rare, that the plant is replaced, when the time 
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comes, by another plant absolutely identical with the old one. A 
modern and up-to-date machinery will be installed instead. If the 
industry itself is decaying, then the entrepreneur may buy entirely 
a different plant and enter a new industry Capital is thus being 
used up and replaced or not replaced ns the new eeono nic situation 
demands. This is nothing else but admitting that capital possesses 
mobility. It is not perfectly mobile, but the degree of mobility is 
sufficient for our purpose, viz., redistribution of capital so that the 
necessary changes may be made in the assortment of goods and 
services in keeping with the wishes of the customers. ' 

10. How Far is Modern Economic System Adaptable ? Having 
examined the extent to which several agents of production are 
mobile we are now in a position to see whether the modern economic 
system as a whole is rigid or flexible. Does it admit of modi- 
fication or are r we tied down to a particular structure of economy 
for good ? 

We have seen that the free mobility of the factors of produc- 
tion is hindered in practice. Physical mobility of land is impossible. 
Huge investments of capital are sometimes needed for clearing 
draining and improving land to make it arable. We are at the 
mercy of weather, climate and rain. These are some of the 
impediments in the « ay of mobility of land. * 

Labour is also not freely mobile. Few are willing to leave 
their homes and hearths for a petty gain. People like to live on 
in their native environments on account of difficulties of language 
and the differences of customs. Difference in skill required for 
different occupations, high cost of training in some professions, 
long period of apprenticeships in otherB, social disabilities and state 
regulations make free entry into an occupation a myth. 

Capital is tied down to its rocks. To dismantle it and trans- 
port it proves a costly pastime. It becomes so specialised as not to 
be available for any other use. 

These are real difficulties. But inspite of them the structure 
of productive economy is fairly elastic. It is not so rigid as it might 
seem to he. Land can grow a fairly wide range of crops, and it can 
be put to several alternative uses indeed. Mobility of labour 
between industries is easy and that between places is being facili- 
tated by cheap and efficient means of communication and trans- 
portation.^ Mobility between different occupations is being assisted 
by wide diffusion of educational facilities and those for technical 
training.. The advent of the new generation makes up for the lack 
of mobility on the part of the older generation and it is pushed into 
new channels. Physical mobility of capital may not be possible. 
Yet a given plant can be made to produce a number of alternative 
products, so that variations in the composition of final products or 
consumers’ goods can he made without much difficulty. The 
factors of production, therefore, present little difficulty when an 
entrepreneur has decided to make changes in production. 
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_ 11. Conclusion. The spirit of- individualism and competition 
is abroad. Three freedoms have been given to the economic world, 
viz., freedom of enterprise, freedom of contract' and free use of 
property.. The" advent of democracy is breaking down political 
* barriers against the common man. Spread of socialistic tendencies 
everywhere is- sweeping the social disabilities. The phenomenal 
development in the means of communication and transportation 
has annihilated space and time. Economic dictatorship in some 
countries' has bent everything to the will of the state and changes 
in the production structure would stagger a man of the last genera- 
tion. Scientific progress and improvement in technical knowledge 
‘ have opened unheard of possibilities for the entrepreneur. Several 
new industries have been developed and old ones allowed to decay 
unwept. The modifications have been smooth and imperceptible 
without the slightest shock to the economic system. We can, there- 
fore, safely conclude that the modern economic system is perfectly 
.adaptable. The World War II has demonstrated to what extent 
and with what rapidity the national resources can bo diverted and 
put to uses which the community decides to be most urgent. 


CHAPTER XIII 

FORMS OF BUSINESS ORGANISATION 

1. The Individual Entrepreneur- Entrepreneurial work .can 
be organised in different ways. The earliest and the most numerous 
if not the most important type is ‘one-man’ business. Anybody 
who has a small capital can set up a buHiies- The initiative is in 
the hands of the on nor of the capital. For starting a business capital 
is the primary requisite. 

The organiser of ‘one-man’ concern puts in his on n capital__and 
may also borrow -ome7’~He n ill rent a shop and have the service of 
assistant if" necessary. He lumself makes purchases and personally 
attends to the sales. He is his own manager. He initiates, organises, 
directs the w ork and' takes the entire risk The sole proprietor 
combines in his person the function of capital, enterprise and evert 
labour in many cases. ' 

Such a business is generally conducted on ,i„sma.ll_ scale. This 
was the type of organisation prevailing in ancient India when her 
industrial achievements had reached their zenith. In agriculture 
and retail trade of all types, the sole proprietorship system is still 
’he rule m>most countries even now. 

2. The Advantages of the Individual Entrepreneur. This 
form of business organisation offers several advantages, 

(1) The combination of financial interest and sole responsibility 
for running the business is conducive to efficiency^ The individual 
entrepreneur works hard, long aud late. The interest of his busi- 
ness is uppermost in his mind and provides an incentive for 
unremitting toil 

(2) All,transactions and operations are, through prudent manage; 
meat, performed in the most^economical. manner and waste of 
all kinds is eliminated. No elaborate account-keeping is necessary". 

(3) It is possible to pay individual^ personal attention to all 
customers and give them entire_Tatisfacti6h _ at_ minimum cost. 
Every change in tastes and fashions is noted and provided “fori" 

(4) The individual entrepreneur is in the best position to satisfy, 
demand whichjs strictly local or fluctuating. Quick decisions “arc" 
possible to meet rapid changes in business conditions. Few forms 
of business possess such a high degree of flexibility. 

> . (5) This form of business is also the earliest _ to. start and. 

easiest., to .wind „up. The individual owner is the ’ only one 
'concerned. * J 

Within its limited sphere this form of business organisation re- 
presents efficiency jan I economy of quite a high order. 
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3. Limitations of the Individual Entrepreneur. But there are 
also limitations from which the individual entrepreneur suffers. 

(1) The • c apital at the command of the sole proprietor .is 

.generally meagre winch prevents expansion„'of_ business, however, 
profitable. < • 

(2) Also one man feels very mu ch han dicapped., in looking after 
the many sides ofthe'busihess. l~here i s a li mit to, human capacity . 
This makes him forego several economies and rmss opportunities of 
makffig'profitable'bargains I " These "h^dicapslbAcome^more. .marked 
if the entrepreneur is becoming old „andlno _Jonger,.posseBses_Kk 
^uthfurvigourrenergy' and' mental .alertness. 

7 (3) No first rate business can be built up in this way and 

no country can win industrial leadership. -when her business is 
organised in'such~a“pf i motive manner . 

4; Partnership. Limitations of one-man business give rise to 
another form of business organisation, viz., partnership. Tym,-- 
thre e or more people combine, contribute . capital and agree, to share 
profits, and .bear losses irTagree’d proportions. It is. not necessary 
that everybodyrmust’ contribute, and contribute equally ^towards jthe 
capital of tlie business. A partner may simply contribute his 
ability r ' SimilarlyjJfcis not_necessary, that profits .and Josses should 
be shared in the same proportions. The terms of partnership are 
KipTyelasticT’ The' responsibilities and the privileges of partners 
are laid down in the partnership deed, Which, however, can be modifi- 
ed by common consent. The re is no .state control , so, .long., ns ..tire 
activities -of. the-finruareJegal. 

P artnersh ip type is a very suitable form for all ..medium-sized 
b usinesses , where personal efforts of the owners are essential, e. g., 
flour mills, hosiery 'factories* furniture works, .ice factories, sports 
factories, banking firms etc. Although it is not so numerous as 
‘one-man’ business but it is quite common and important. 

' 5. Advantages of Partnership. This form of organisation 
offers' several advantages. - , 

1 ' * (1) 'As compared with the.individual entrepreneur, they have at 

their cojumamT larger ^capital, ^qre i business'“abirity', larger resources 
jracLbigger m>~n- po wer ."' ~ 

(2) It is possible to establish wide r personal contacts. . to the, 

mutual advantage of all. ~ --- 

(3) , Business can be run on a larger scale enjoying the various 
economies of 'soale’r eT^.'pecohbmy " of ' space, economy of tools,' 
economy of specialised labour and machinery, economy in buying 
and selling, larger expenditure on research and experiments and 
publicity. ' 

J4) The i union of ownership and management is a spur ,io 
efficient andjjebnomical working. , ‘ ~ — '■* " 1 -• — - 1 * 

“ _ (5) It re8ppnd8_prgmptly.to..changes. jn bu sine ss co nditions and 

is very highly_adaptable. The partners can take "'prompt ’"decisions. 



is2 Modern economic theory 


There is no red-tapistn. The whole procedure is simple and, not 
cumbersome. ' ~ ~~ ~ 


(61 The existence of unlimited liability curbs tlie speculative 
tendencies of tho partner* and prevents launching of rash find, risky 
enterprises. But they have at the same time the ability and the 
resources to keep paco with the times. 


The partnership type is said to be virile, mobile, clostio and 
efficient it only they can work m" harmony. „ ~ 

6 Disadvantages of Partnership. If tho partners work in 
close and cordial co-operation, tho business is bound to go up. But 
this is a very big IF. 

(1) In actual^praotice thcjiartners behave in a selfish manner, 
doin g the minimum and trying to get tho maximum out of jt. In 
case of a mishap everyone blames tho other. There are dissensions 
instead of harmony. The dreams of congenial comradeshipu-are 
seldom realised. Nothing gets done on accbunt of constant bicker- 
ings. There is no wonder that partnerships are short-lived. 

(2) According to law partnership must be dissolved in the.event_ 

of a partner s death, bankruptcy-or lunaoy. There is thus no conti- 
nuity of existence. ' “ 

(3) But the.greatest handicap is tho unlimited liability. Eveiy 
partner has the right to bind alt others. Folly and obstinacy of one 
partner can ruin all others. In case of failure tho partnership debts 
can be realised from any of the partners and their private property 
can be attached for the satisfaction of creditors. No partner can 
say that he is only responsible for his share. The unlimited liability 
makes the policy of tho firm timid and unenterprising. 

(4) Further, tho partnership resources are too limited to enable 
the partners to do big__business. Obviously business of rallwayo*- 

shipping transport, insurance 'or iron and steel works could not be 

/ undertaken by a partnership. 

This form of organisation cannot meet the requirements of 
modern industry. 


, - A ■*f m ? tcd Partnership. The law allows a partner to get 
his liability for meeting the debts of the firm limited to a certain 
amount by agreement. But such a partner cannot participate in 
management. Also.even in limited partnerships, there must be 
some partners whose liability is unlimited. All the partners bftffiT 
firm cannot limit their liability. This type of partnership has not 
been very popular. r 

, 8. Joint-Stock Company. Tho Joint-Stock Company is un- 

doubtedly thejnost_jmggrtant_typo of ..business organisation today 
and it seeks to. remedy the disabilities and thT'handicaps' of the 
partnership. " ± - — ‘ 

Joint stock companies are of two types : 

paniM PriVate H ' nite ' i 00mpanies and (*0 limited com. 
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9a. Private Limited Company. The minimum number oi members 
ia two and the maximum 50 exclusive of'llie_etngIoyeesr’ : '' When - a 
partMmlnp bTrsiness"expand8 bey6hd’the"'capaclty of the partners to; 
bear the losses, they can limit their liability by getting themselves 
registered as a private limited company. This device enables them '< 
to retain the control of business in their own hands and they, can > 
create salaried posts, generally well-paid, for themselves, their rela - ' 
lives and friends and get profits in addition. The scale of. salaries 
may be fb®d so high that much may not be left to be distributed as 
dividend. But this does not worry them as they have amply com- 
pensated themselves through salaries. Only those suffer who have 
been induced to subscribe to, capital without having a voice in the 
inner councils. Such are the devices' adopted by some unscrupulous 
3ntrepreneurs. But all arc not such. 

This form of organisation offers all the advantages of partner- 
ship : s ecrecy "' '"promptness, self -in te res t . leading to economy and 
efficiency^wifhoutr,l?C!^T^^X^^Vs^ 3 „A T j s 'Og.-out., of , the. ..unlimited 
li abili ty. , A private limited* company is not subject to any, restric-' 
tiori's’ regarding minimum subscription of capital before it can legally 
start business nor need it file , with the- Registrar of Joint-stock 
Companies any annual return or balance-sheet, ft has, however, to ; 
work under some, other restrictions'. It cannot publicly, or~ through a • 
public. advertisement of tbo : prospectus. invite the jrablio to Bubsoribo \ 
t o its s bare. capital. , The shares. are also not transferable, 

It is a very suitable form for launching speculative enterprises ! 
holding out a. prospect for high profits but not requiring finance. } 
Most of the middle-sized industries are run in this manner and they 
are invariably converted into public limited companies finally, if 
the, business goes well. 

9b. , Public Limited Company. A minimum of seven persons 
can form a public limited company anffTKere iff nopaaxiniu iff ; ‘ Any ' ' 
-seven persons, who intend to start a joint stock company for carry- 
ing on a business can do so by submitting to the Registrar, Joint- 
stock Companies, for his approval two documents (1) Me m or andum 
gfjAssodatio n giv ing the name of the company, head office, aims 
anil~objSctsi*denomination of shares and the amount of the share 
capital, and a. declaration that the liability of the shareholders is 
limited and (2) Articles ^f,,.Associqtion^gWmQ the bye-laws of the 
company., 1 ' . 

If the Registrar is satisfied .that all legal requirements have 
been fulfilled, he will grant the certificate of incorporation. The 
company is registered but it cannot start business unless a certain 
minimum of percentage of the issued capital has been subscribed. 
This is to safeguard the investors lest a few gullible investors should 
be roped in and defrauded of their money by bogus company promo-' 
ters. The minimum Subscription will show that-many more people 
have joined and it must be a genuine- venture. . 
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£fter getting it registered, tho promoters of tho company issue 
the prospectus, do n Jot of canvassing and utilise the services of 
professional underwriters and sell the shares. 

The share money is not paid in a lump sum, a small amount is 
paid with application, then a certain amount per share on alloment 
of shares and then further calls are made as and when tho company 
needs 

Within six months of the allotment of shares, tho promoters 
must call a general meeting of all the shareholders called *thc ytatn. 
tor}’ meeting which elects the directors. But the election fs r a " 
foregodio conclusion. The promoters, who have floated tho company 
and who know what is to bo done and how it is to be done are 
naturally elected the directors. „Once in the saddle, they show no, 
inclination to quit. With sufficient number of proxy papers In their 
' hands, they manage to get themselves elected every year. This is 
; how the company gets going. 

The companv raises funds through the sale of shares and deben- 
tures. Tho student might well acquaint himself with certain terms 
used it? connection with capital and tho different fends of shares. 

10. Shares and Share Capital : Authorised, Registered or 
Nominal Capital. This is the amount of the capital with which the 
company is registered. Tho company is authorised to sell shares 
up to this amount and not more. Actually the capital raised is 
different in amount. It is, therefore, onlv a nominal capital. Only 
a part of authorised capital is issued to the public. 

Issued capital. It represents the amount of share capital which 
the public i3 invited to subscribe, but the whole of it may not be 
sold. 

Subscribed capital. It means the amount of share capital sold 
to the people, but some of the subscribers may not be able to pay 
for the shares they have agreed to buy.* 

Paid-up capital. It represents the amounts actually paid by the 
shareholders. 

The following are the types of shares sold by a joint stock 
company : — 

Preferen c e shares , _.Tke holders of such shares are guaranteed the 
payment of” a certain percentage on their capita] before anything 
can be paid to the ordinary shareholders. Preference shares may 
be c umulative w hen the dividend on them goes on' accumulating. 
They - are paid when thero are profits but their profits will go on 
accumulating, because their account wilp be credited even in the 
wears when no profits are made. Preference shares may be non- 
cumulativ e in which case the shareholders will get dividend for the 
year when sufficient profits have been made. Then there are parti ci- 
’P n l!2L9 preference shares. . -Besides getting a fixed percentage, the}' 
also getTufFliershare in profits if the profits exceed a certain limit. 
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Ordinary shares. The .holders of ordinary shares rank for 
dividend . nest, to the preference shareholders. Preference share* 
holders will be paid first and. then the remaining profits are distri- 
buted among the' ordinary shareholders. < 

Deferred shares. They are also called founders’ share s. The 
holders of these • shares get profit only after the claims of the other 
classes of . shareholders have been satisfied. These shares are 
generally kept by the promoters for themselves, 

joint-stock companies also raise funds by the sale o [debenture s. 
The holders of debentures are creditors of the company anonoOfs 
shareholders. T hey, must be paid int erest, profi ts or no profit. _ This 
i n brief is the "organisation of a puHluTjoint-stock company. 

,11. Advantages of a Joint-stock Company. There are several 
advantages which can be claimed for this form" of Organisation : — 

1. The company business is generally a.large-scale business. 
Therefore it .eniova-all., t he e conomies: oOargerSoale-production. 
internal and external, viz., s peciali sation of labour and machinery, 
co mmercial advantages in buying an d sellmg 7'S aving'in 'Wht7' sayigg 
ih~adye rtisem ont costs, advantages of ^'experiments.^and^ research, etc. 

(2) Besides these, there are several advan tag es peculiar to the 
organisation Jtself. It is difficult to see how 1 in the absence of-such 
an organisation so' much capital could be raised. * S hares a re of 
small denomination and .they suit . all. . pockets - and .temperaments 
from^the cliutious to the speculative. Even people of small means 
are enabled to .participate in business undertakings otherwise 
these small amounts would have served no productive purpose. 
Hence large jjapital can_be_rajsed. 

{3} The fact that liability is limited an d shares are transferable 
induces many people to subsoribe'f o the share capi tal' TEus~ima]l 
aml~ scatfered'' a moun ts of jaapitai lying in r e mot e parts "of the ~ 
country are mobfiised~and turned into productive ohannels^'Habit” 
oF thr iff is' atrehgt heneffi Many "bn Binesses' like transport would Have . 
beerTTmpossiblo ’without large accumulation of capital. No entre- 
preneur of proved .ability need suffer for lack of capital. Business 
can be expanded ' almost at will. The great problem of oapital 
supply has been solved satisfactorily. It is only by this means 
that businesses requiring large initial capital outlay have been 
tackled. ) 

(4) The. limitation of liability enables risk to be t ake n and thus 
many.. new., fields’ .of business' are opened out . “ ~ Thej:Tsk_oj_failur e is 
i nsur ed a nd a ctual loss, if any, is widely distributed among numerous” 

^shareliolders.’'' “ , " “ ‘ ~ 

(5) From the_.p oint o f yiew of the individual investor, too, jfc 

h as great_adv.antages. Not - only ' is hisliabilitjLoOhe7paymenh bf "' 
the debts of. the- company limited, bufhe.is. enabled to sprea'd out™ 
.his inv estment over a number of concerns.. He need not place a,p 
.the egg's ih'one'baskef " """ 
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Further, ho h not wedded to the company for yowl. Whenever 
t he wishes either bee.ni-o ho thinks that it is a bogus concern or 
becau-e he needs money, he can dispone of his holdings through 
Uhc stock exchange. 

( 0 ) Unlike the partnership the company js a legal, entity. It is 
n legal person apart from tho -hareholdcrs or directors, It can 
she and on he med upon. It is indtjemdent of miy_ particular 
person and enjoys a perpetual existence; The- Is a great gam. TtiV * 
businfs’s now need not come to an end when the original entrepre- 
neur makes nn exit. Further, it is on account of it« everlasting 
existence that inviators can be persuaded to invest money even 
though fur years there i« no prospect of profit. 

(7) Separation lma been effected between the capitalist and 
entrepreneur, arid tho consequent specialisation has enhanced pro- 
ductive efficiency, because formerly tho capitalist lacked “GiTsTncI^ 
ability whereas the entreprenrnr lacked capital. 

(S) Tho management is demoratic, efficient and economical. The 
directors who run the business are- electcdliy the shareholdera'and 
mayjiot be re-elected if not found satisfactory. Thov are supposed 
to bo people having wider vision... administrative ability and bush 
1 ness, acumen. Their expert advice and guidance is avniinQV to tho 
(Company at a very moderate cost. They do not get nnv salaries 
but only a fee for attending the meetings of the Roan] of 'Directors. 

12. Disadvantages of n Joint-stock Company. There is the ’ 
other side too. 

v.-\l) The management is democraticpnly in theorv ; it Is actu- 
ally., oligarchical. Tho directors are practically self-appointed and ' 
they remain there as long a® tHeyThoose. '* *• - * 


(2) Sonic of tho directors arejunscriipulous and exploit the un- 
wary-investor. They_usp inside knowledge Tor their lowi.fficadilt.. 
They manipulate matters pn such a manner as to buy shares when 
tho company is going up and unload when it is going down. 

(3) Fraudulent ptibllcity.deccivcs the public. The rosy picture 

given in tho.. prospectus is sometim es u tterly false. ~~ 

(4) The directors aro often lawyers or doctors and have no 

Jrrknmvledgei— TIierf"o'nIy'q\ialificntiDnirthc' 
share qualification. Out of 173 director or cotton mills in Bombay 
jn lh->> only 11 had received technical training. “The choice of 

'-^directors js a leap in the twilight.” h ^ ’ - ■■ — 


, ( f’\^ 5r L pC ^-^ rs ° na,iso - d - The owners of business r c the 
shareholders, ar^concerned-only with -'profits. ' Thd wclfaco of the 
empTdyw?, 9 utterly neglected by the paid managers who o° pre« 
then helplessness on the p ea that the shareholders Lmour for $5 
'-dends. This.loss pf.lui man.tou ch is a net loss » i , - 

becomes purely mercenary JL^j^_and the business 


1 1 (G > TfeaJ^ilitx being limited and the shares being transfor- 
^JiLSlLareholdqrB 
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them attend the shareholders’ meeting. Their apat hy, and-.indiffer* . 
ence throw iLaiLpogLer s in the ha nds of a few directo rs, .-who. ..indulge 
fiTnepotism. La w is often evad ed. ■ D esire lor pc-raonal ga ins rules 
. (7) ' Sometimes the d irectors launch rash en terpr ises because 
it is easy toji laydu c ks and drak^ ^tlT^otheir, peopIe?s~money 

(8) The or ganisation is too ponderous and unwieldy .- It can- 
not take qui ck~decisi.ons. The^poUoyJs„ofterlL.yaei,Uat|ng_an^ 
c ompromises. It is ohly_snitedJp__h.u3ines9es.which^canT)Q ^reduced 
.to set ru lesTwkiclTare fool-proof and^knave-proof. It is not fit for. 
p'iQneenn g wor k or 7 where"" cKjmging . ^conditions . re_qmre„constant 

changes in policy or production or "w here, .customers, are w.on...witb 

difficulty. and'Tost;at7'the.''srfglrtHt,, pretest. 

' Weighing all . these pros ‘ and cons we come to the conclusion 
that i n spite of d ofe.ctsJihiaMnd..o£~orimniBpionia-papablb"of. doing 
muc h good. I ts services in the eoonom ic field are_great. In the 
’a’bsence of~tho ip^ntlstock " principle I'ndustmT'development and 
efficient exploitation of the natural resources of the country would 
not have been possible. It has proved to -be a p o.werfuL-.and .an 
efficient jengine, of , production. • 

13. Holding Company. This form of organisation -represents 
no new type. It simply means an arrang em ent t>y which one co m- 
pany comes to acq uirfi_ahd._controLintero3Fi n ’ an other. The device 
generally adopted is the purchase of the m ajorit y of the shares of 
.one.cpmpany. by. another.-- -The company which Buys the' shares "an d 
thus c omes. t o.control.another— company. is called' th e H olding Com- \ 
holds dr contains the other, in itself as it were.' And the' 
company whose shares have been so acquired and which- comes under 
the control of another company is known as the subsidiary company . 

Sometimes a company is formed for the avowed purpose of pur- 
chasing the bulk of the shares of two or three going concerns. The 
holding company just buys the shares and controls those, concerns 
but does' no business itself. In some cases the holding company is 
itself a going concern, doing some business of its own, but decides to 
-buy out one or two other companies' which may be competing with 
‘it of because somd’other economies . or benefits .are expeoted from 
holding them. *< : •/ « s - . ' ' ' ’ * 

, ,14. Advantages of a Holding Company. .The device of a 
holding company is found very useful in reap i ng' econom ie s o f integra- 
tion. .A dvantage is taken of the technical and., expert staff of the 
"other company ; com mon purchases'' of 'storei^ahd - materials can be 
arranged, with all attendant economiesr~'TIiere are administrative 
e conomi es of having. ..practically „ a ..common liiiahagement ; patents 
c axTbo pdoled an d._all_tfae_^combined resources _u s ed- 1 o... th e^mutfu al 
acKantege]oFthe_twp ^..concerns, “When "trustification is not '-found* 
feasiBleon account of the unwillingness of certain units to efface 
themselves, . the holding-compariy ' device proves' -quite handy , and 
is as advantageous as a trust.* ■- . .. • ■ 
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It is even better Jthan_ cartelUsatiqn (fbTming °f cartels to be ex- 
plained later because a c artel la civ 3 permanence an d stability). It 
does<not enable a long range policy to be pursued). It is n o t _a n,c a sy_ 
matter to retain the Jdelity,of the. various .units that form thecartel. 
The y alw ays work .with mental .reservations. 

15. Drawhacks of a Holding Company. There are less com- 
mendable aspects of the holding , company too. The controllin g,, 
group may .just. have. & -bare majority, o f .the shares andjricle.jrough- 
shod without caring for the big minority of the ..shareholders. Out 
of the sharecapital of one lakh of rupees’ they may purchase 50,100 
and then do whatever they like. The shareholders representing the 
stock of Rs. 49,900 are sacrificed. It is not a question of minority 
shareholders of one or two companies .suffering. This device is con- 
tagious ; it spreads its tentacles faT and wide and builds up a long 
chain of satellites or subsidiaries. The sharehqlders^ mpney..is used 
but they are, deprived ■ of ,any. voiceTn'thc^affairs.offthe ..company, 
It is'so unfair.and undemocratic. •'.* 

There is another drawback of the holding companies from the 
public point of view. ILthe_suhsidiaries happen to be p.nyatejjom^ 
panies, they are under no legal obligation to file any returns or 
balance sheets /with’ the. Registrar,qf Joint-stock' 'C6mpahiesT~ThBir- 
balance sheets will, of course, be prepared hut holding company may 
"treat them as confidential. They may not disclose how the. subsi- 
diary pompanyisfaring in busineis^ tt,may 'haye“Incurfed'a — heavy 
loss but the directors of the holding company may 'not ^ giveaTcleaFOTd 
correct idea'oFthVstate - of affairs. The condition of "the "holding 
^company depends on the condition of the subsidiary. But the hold- 
ing company may prefer to observe prudent silence about the affairs 
Jo£ the subsidiary and thus give a wrong impression to ' the public 
;from its own balance sheet. 

In Gerxnany_holding _companies are very .common. The banks 

maintainfinanqialintxires.tin,seyeral~inclustrial ; cQucerii9„and„there 

is i nterlock i ng „of.,directo ra t-es . It . is a rare phenomenon in India. 
The nearest approach is the managing agency .sysfem~nird5r —: whicE 
a 'private firm of managing agents, generally a family, concern, 
operates many different, types' of concerns, e.g., Dalmias.have their 
own insurance company (Bharat) ; their own bank (Bharat Bank), 
cement factories, sugar factories, paper mills, Airways, etc. This 
system makes available economies of integration both in distribution 
and production. • • • 

16 . ; Managing Agency System- Ihgjnanagi ng agenc y syst em 
iB.a.curious_appendage,to the. joint-stock organisation. _in_„Indin,.ah3 
it fnndamentally^alters its character and working. Almost every 
joint-stock c6inpanj r irnfidia7”'except in the field of banking, has a 

/managing agency attached to it. Instead of a manager or a managing 
director managing a concern, the work of management is entrust- 
ed to a' firm called the , managing agency. r 

! The existence of the managing agency in India is not a mere 
accident. There are.s necial reasons which gave rise to the ' growth 
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o£ jbhis s ystem ; the s hyness of Indian capital and , consequent -in- 
a dequacy "of the amounts raised fromthe jBvesting public, the late 
de velop ment of jdihUjto^'"FanElhg7!tlie'a6s~enoe of speoial financial 
i nstitutlo nsTfke the issuing houses, in. Engl and, tTie lack of competent 
direct.or ate.~the deafth^of xnan a gerial ability, and the practices of. the, 
cpmmerciahbanks .relating... to" Ihanlcers^jadyances.jare^ some _ of the 
causes that, have conspired to throw, industrial ' en terpr ises in India 
into the, arms jjf the managing agents. 

17. Functions of the Managing Agents. There are several 
functions which the managing agents have taken upon themselves 

(1) The y act a s_agents--of-their._concerDs in the purchase of 
materials an &gnachinery, .the saleof ..finished goods - and.. insurance 
of plant, buildings an d ..sto.ck^in-trade. 

x (2) They do the pioneering and^paye.the.way .for., the forma- 
tian._of-the-coTtcerrrrrTh''ey'"'d’6 "the preliminary .prospecting \nd 
ne cessary research so that, the-concern may.be brought int o exist ence. 

(3) ...They carry„pn,, the. routine -.business ofthe -concern. Their 
function does not end with its birth; they ^ carry on d ay-to-day 

- operations as a manager would do. 

(4) But the most important function which is responsible for 

their continued association with the - concern is the financial .. a ; ssi8_-_ 
tance t hat-thev render both fpy.jbloek_and.the .working capital.. Not 
o hlyjd oJfcsy . pusKlih' e sales of the .shares, , hut they_ themselves. .buy. 
the.bnlk-o£-the.shares. .__They lend substantial amounts themselves 
to the company and also arrange^ for finance from the banks when 
t heir persohal g uaranteeda!3dmost_unyaHfthIy^.necessary. '~Tf 'le~ also 
thereputation and the influence of the managing agents whidh 
induce some moneyed men to place their money with the mill as a 
deposit. • , 


The managing agents in Bombay had to find Rs, 10 crores and 
at Ahmedabad Rs. ,360 lakhs for the balance of fixed capital expen- 
diture and working capital 1 . An analysis of funds secured by textile 
mills. in Bombay, in 1936 reveals that of the total loans, secured and 
unsecured, the advances by the managing agents came to about 76%. 2 

The m anaging agents are, in short, promoters, financiers, manaj 
gers, purcEase”and’sales agents allrofled in one! 

18. The Terms of die Managing Agency. For the services 
that the managing agents ’render to their respective concerns, they 
have been rewarding themselves in a variety of ways. Th eir rem u- 
neration ..takes usually. the following forms : 

— , 1 , y v > *■ — •»*- »'■ « —» — V-. CJ i* — *• ’ 

ya) a fixed monthly office allowance ; , , , . , 

v(-bf a fixed minimum commission calculated monthly, yearly 
^ or half yearly : . ,,, 

\{d)’^. a fixed percentage on profits ; <... 

v (d) a fixed percentage on purchases, sales or production. . 


1. Report of tho Central Banking Enquiry Committee,’ 1931, Vol. 2, P.‘ 387. 

2. Report of the Textile Labour Enquiry Committee, 1938, P, 63,. 
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The office allowance is intcndod to cover the expenses of the 
clerical and secretarial establishment. The fixed minimum commis- 
sion guarantees to them a fixed minimum income irrespective of the 
financial results of the working of the concern on the ground that a 
manager must be paid his salary, profits or no profits. Unless a 
fixed minimum is assured few would take the risk of launching 
a venture. The commission on profits brings about a closer identity 
between the interests of the shareholders and those of the manag- 
ing agents. But the other commissions, viz., on purchases, sales or 
, production, may enrich the managing agents at the expense of the 
; company. 

According to the Indian Companies (Amendment) Act, 1936, the 
remuneration of the. managing agents is. .fixed as. a. percontag^pn. 
net profits subject to a fixed minimum in case of absence or Insuffi- 
ciency T}f profits. Any other form of remuneration on any variation 
of the terms has to be sanctioned by the shareholders. 

19. Merits and Demerits of the Managing Agency System. 
The managing agenoy system confers the following bmcfitsgn the 
concern they manage • ~ 

(1) Expert, .reliable jir.d continuous_managemeht~is -provided 

by the managing agents. . 

(2) Advantages of ■integration., .or ..horizontal combination. are 
available to the concerns under one managing agency, . A , great 
economy is effected when purchases or sales are effected through 
a common agency. Th e offi ce .establishment, is ..also -economically 
organised, as one centrakoffice serves a number of concerns. . There is 

a saving in office rent _t oo. Various economies internal and external 
are realised. 

(3) Firm n cialco - ope ra t io n is ..rendered possible, bylendingjihe 
surplus funds of one concern to another. : 

(4) The system combines the advantages of a partnership type 
of business organisation, with those of the- joint-stock type. The 
managing agency firm is (either a partnership or a private limited 
company practically a family concern. By the association of the 
managing agency firm with a joint-stock company the keen self-in- 

(teresfc, initiative _and_ virility, . resourcefulness and., ad aptahili ty- o f 
(the partnersViip are harnessed to the service of .the large-scale or- 
•ganisatiomof the joiiitstock companies.'' " V , ‘ . 

* (5) Th ef inane ial assist ance rendered bv the managing_agenie 

to their concefnsTIas been of great valuc. They haver often saved 
'. their concerns when financial aid could not come from any other 
source. In the absence of initial push given by them many concerns 
would not have seen the light of the day and many .would have 
withered’ away in adversity. 

" Bat several evils have arisen on account of undue 

concentration of control of a joint-stock company in the hands of a 
few nelsons. ' 
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(1) ThfiJml£i£gt3_of,jbliQ^har£hQWej^ji)ie_aufeDrdinatedJ 1 o.-tlios& 
of thejmanaging„agents. The terms of the managing agency are 
sometimes such that it is possible for the managing agents to swell 
their earnings, though the company is actually losing. 

(2) There are a mple opportunities for fraud and ex pl oitat ion 
and the tins cr upulou? nmn aging agents Faye notjbeen slow ,to make 
thimiS^df these'^oppmtunities7^ The ToSing.bargainB . ate -put -into.-, 
the^cj^ufifTSTtEe - company- and' -the profitable . ones. are. treated as ✓ 
thejrjarivate business. The y receive secret and illicit commissions^ 

~"(3) TEelhterests'-'’ of the- numerous concerns under ' the same 
managing agency are not always identical. In_case_„of--a -clash — 
between such interests spme_companies gain at the expense Pf others. 

'' ]4pThe system has hindered_the 4 'rowth-of-independent„direc- 
torate. The.directors ar e m ere . figure-heads,, on, so,. many ..rubber 
stamps. They play a second"'fiddle to the managing agents. Mr. 

Wadiain his evidence before the Tariff Board in’ 1927 stated 
that if the directors took an active part, they had to go. And Mr. 
Wadia waB a director in 13 cotton mills. The directors are thus 
dummies. 

(5) They have go t too ma ny, and ,top.great.a„ .variety .of., con- 
oems underTbem and they, cannot .do justice to all. In the words 
of Bihar and Orissa Banking Enquiry Committee, “they have got_too, . , 
many irons in the vas fc_ and u proariou s fire of them, activities.”, 
'M^S5fs"A5drew Yule and Company manageiT~54 concerns including 
jute mills, coal-mines, transport companies, sugar factories and 
many other miscellaneous concerns. 

(6) The manag ing ag e nts are mo stly drawn from the merchant | 
c lasses a nd are generaUy„ignqranJjo?rj5dustrial . technique. They! 

They have devoted their a ttent ion mo re to commercial activities. j 

^ JJrmi ' m *11- . ...4. -A-~ — riv *■ 

Conclusion- Our conclusion is that there is nothing wrong in* 
the system. It. has .potentialities, both fo r .goo d, and evil. In the 
hands of-honest, efficient and conscientious agents, it has produced 
remarkable results, whereas in the hands of unscrupulous agents, it 
has led to disgusting evils. We endorse the view of the Indian In- 
dustrial Commission that the^system h^asa fargreaterjist^qfsuccesses 
to its credit than can.be shown~Ey . ordinary company management 
.under individual managing directors 1 . . All the same it must be con- ’ 
ceded that the s ystem is Very e xpensive and our industry can ill 
afford Jp.bear -its cost.— .'As an industrial concern becomes welf'esta-' 
blished and the business has been reduced to a routine, the manag- - 
ing agents’ risk is correspondingly reduced and their remuneration 
may well be scaled down. ; 

20. Monopolistic Organisation. Monopolistic organisations 
like trusts, cartels, rings, pools and combines play a dominant role 
in modern industrial structure. We prospose to devote a separate 
chapter to the discussion of monopolies. Here it may be said that 

1, Vido Report, P- 13, 
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they take a variety of forms, sometimes temporary and sometimes 
permanent. The ‘area of operation may ho a district, a country or 
the whole world. Some of these are giszantic concern**. The 
essential feature of the monopolies i« that they seek to eJimmato 
competition, partially .or wholly. Having control over the .supply. 
e'iflieFhy _ virtue of their owning some essential material or because it 
is not so easy to start a new concern of huge dimensions, Uhcy seek to 
impose their own terms on the market and thus maximise their profit**. 

After_thc War (1914-1918) 'combination •movement spread ns 
a part cif a wider movement called Rationalisation. In beveral 
countries liko Germany and Japan the state fostered the growth of 
eucli combinations, Stahlvcrcin , a giant concern in Gorronm , was 
i the result of fusion of $i\ iron or steel companies. It owned 52 fur- 
naces with a total capacity of 9.25 million tons a year. The Japan 
Cotton .Spinncre contained 60 spinning companies out of a total of 
74"'ahd controlled 97 To of spindtnge in tbo industry. Oji Paper 
Manufacturing Company of Japan controlled 95% of the industry. 

During the last depression, the British statesmen, too, who had 
nlwayB been the votaries of latsscz faire. doctrine, started encourag- 
ing co-operative and collective action on the part of industrialists as 
a means of fighting the depression. The Lancashire Cotton Corpora- 
tion by 1931 had acquired a control over 107 companies. • 

. The current belief is that such combinations are not necessarily^., 
inimical to public interest. On tho other hand, they are productive _ 
of much good to the community. Inihued with a public spirit 
turned into semi-public institutions they can be used for theTurtTier- 
ance of national interests. Cartellisation has been often recom- 
mended in India for cotton mills or jute mills This is tho only way 
that reorganisation of industry can bo effected so that it is belter 
able to meet the menace of foreign competition. Our cement industry 
saved itself from ruin by this device. 

Besides the advantages of joint-stock organisation and tho 
economies of the large-scale, the monopolistic organisations have 
economies of their own arising from the fact that wasteful, competk- 
tion has.been eliminated Several economies flow__.QUt.of integration 
and co-ordination. Much-duplication -is avoided and all -thy resources 
are used.. to the best advantage. Tho community is bound to share 
some, of these benefits. Monopolistic .organisation _is considered a. 
definitely improved type on an ordinary joint-stock organisation. It 
is a pity that it has not made much headway in India. 

21 . Co-operative Organisation — Producers’ Co-operation. As 
distinguished from tho ordinary ‘capitalist’ enterprise there is the 
co-operative enterprise. Being convinced that they could themselves 
/ run the industry without the aid of the entrepreneur, who in the 
{ workers’ opinion devoured the lion’s share of profits and did 
i precious little worky thj^workers. have, thought of taking_tho_entrc-__ 
t P.reneuri al workupon themselves. They , contribute a little jeapitai” 
j and. borrow thereat, elect their own foremen and managers and 
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employ aome_staff where necessa ry an d start an un der taking. After , 
“pttVlhg aJ! cxpon^esTTnfcresTon capital* salaries hand wage/, the profits ^ 
are '^vjaerCjamohp “themselves? _ T hus "tliey llear h wages a s ,-ff:elI.as,. 
get" profits. A fine idea' indeed f TKlTTsone type of co-operation, 

called the Productive Co-operation or Producers' Co operation, v/ 

•* 

22. Limitations of Producers’ Co-operation. ' Susklexpori;„ 
ments imveiav,ftriftblx.foiled. The reason is not far to seek. Y£itb~ j 
the disappearance of the entrepreneur, profits also disappear. The , 
cnf7e^^iFls”ndfirifiiele3's'.specfmen' of humanity as, tfi'e 'workers 
are disposed to think. It is his initiative, power of direction and 
organising ability which produce-profits aittT'Iurri' a '"losing;; concern > 
into a profitable one,. Ho has his price and gets it. But the workers 1 
are not m a”mobd to pay' this price and must remain without profits; 

Their manngcra are generally ill-paid. They cannot command ' 
the seJ^cW'Of'~fir3t^ftttB'~m'&tr''ar’the'' salary they are prepared to, 
offer. , 

These elected , foremcn.^arc .not_,able to enforce discipline over 
their,own people. ™ The workers look upon tiiem as persons just like 
themselves and are not much in a mopd to listen to their instruc- 
tions or to carry out their orders. 

x/'lEverybody^s business is, nobody’s' business. Litde wonder that v 
there arejTcTFprofitsr The workers have not, therefore, been able To . 
meet the entrepreneur’s challenge that he alone can carry on > 
enterprises to a successful conclusion. 

i 23. Consumers Co-operation. There is another typo of co-opera- 
tion which has a long record of successes. It is consumers’ 'co-opera- 
tion or co-operation among consumers. The Wrangement is that the 
consume rs of a locality contribute capital Jn small skares.and start 
a- store of their own.” TI7oy]buy’goods from wholesalers like other 
dealers* and~selkthese goods to their members who are the consumers 
at tE o~ ~6~fdmnfvT market rates. At the end of the year profits" are 
ascerttuhed'arid.aro distributed among thojmembers in proportion to 
Ihehypurchases'br, what is more simple, in proportion to tbo share, 
capilaC “Generally' the ' share capital is equally contributed and 
profits are, therefore, also equally divided among all. 

The , elected m anaging,.committeo manage the affairs generally, 
honorntily. The management jsj therefore, democratic and hono-\ 
IfiTSLv T } igJni?iaeasjs.yery simplejmd does not require a greatnom- " 
inercial insight *and ability to run. it. The store keeps a few stun- . 
d nrd' qualities of goods and does not attempt to provide a wide selec- 
tion. _ It is cohsume’rs’ own. shop. They are, therefore', not very 
exacting in their demands and are easily satisfied. No overhead 
charges for advertisement and canvassing need bo incurred. The, 
m&rkotisnssured. 

These co-operative stores have been a splendid -success and some 
of them jconnt .thousands among" their members. In several eases ’ 
they ImVr not contented themselves with merely retailing consumer’s * 
poods but have added on their own manufacturing organisations. 

But it is to be remembered that they are hot run on the lines of pro-] 
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ducers’ co-operation described above where the employees share both _ 
in management and profits. On the contrary, they are run on ordi- 
*1 nary capitalist lines employing high grade managers working under 
\ the control of able committees. 

The co-operative movement has p roved specially suited to agricul^ 
ture and allied "occupations. , It was successfully applied first in Ger. 
many" and Denmark, and it has now spread to almost every country. 

In India co-operative departments are functioning in every pro- 
vince. In 1941, there were in all 142,000 societies with 64 lakh 
members and working capital about Rs. 109 crores. Mostly these 
are agricultural credit societies but non-credit and non-agricul- 
tnral societies are also being established. Since the Government of 
India, in 1934, gave an annual grant of Rs. 5 lakhs for the develop- 
ment of handloom industry", weavers’ societies have been established 
in every province . 

24. State Enterprise. In every country there are many public 
undertaking" run by Central or Provihcial Governments or local 
bodies like municipil corporations. Postal andJTelegraphip arrange-^ 
ments are generally under the Central Government ; and "public * 
utility services like water-supply,, gas, electric s apply or tram or bus 
service are managed by municipal corporations. 

r 

The organisation of the State enterprise is on the same lines as 
, private enterprise with the usual paraphernalia of general manager, 
foremen, works manager, accountants, treasurer, departmental heads 
and so on. The work is done in generally the same manner as in a 
big joint-stock company; ' ' * ™ 

But there is this funda mental d ifference that all the emplo yees 

are,Goyernment_serrantsjvith .fixity, of 'tenure and prospect of get- 

ting ,a pension on retiremant .whereas capital is provided from the 
State coffers which comes ultimately, from the tax-payers. The 
profits," if "any, too, go to the State, again to the relief.of the tax- 
payer.- " " " 

25. Merits and Demerits of State Enterprise. State enter- 
prise has certain advantages not open to other forms of business 
organisation. The credit of the Government stands higher than any 
* private^ individual or company. The _State .has tb crefore a special 
facility in raising capital. 'The investors are only too willing to 
invest in Government securities. Thusjthejate.of Juterest-whioh the- 
\ government has to pay on its loans compares very favourably with 
j those at which private •Corporation 3 have to borrow/ 

Further, government is in a.position, to command talent of all— 
kfP,??;... Government service attracts, first-class .brains. There is 
ycertam glamour about government service. This is especially the 
•case in India. Thus from the point of view of the human factor 
the State enterprise is favourably placed. 5 

The State enterprise is generally a monopoly. It has all the. 
adyautages.of ajnonopoly. ' The" custom is assured. Exnenditnre on 
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publicityJs unnecessary. In a country like India p^pleuhayeugreater. 
“bin thjnihe,, quality of the government-produced commodity,, or the 
service rendered jjy ...the . government. .." Better so r vicejvt, less, cost is 
tEe usua l rule ip a government undertaking. ' ’ 

In short the State resources being vast a State enterprise is on 
a much Better footing. 

v <Semfirifs. .„ But the economists are generally agreed that govern,, 
mental machinery in the matter „of. running a.business.compares very 
irnfavouraBlv vlth pii vat e m anagement^ » 

There, is what is called a government Swin g’ in the axe. of .the 
Government employee. The government manager, whose job does 
noTHepend on the sweet will of the immediate boss and who is get-, 
ting a fixed annual increment and who will get promotion accord^ 
ing to seniority, cannot he' expected to Bhow the same degree of 
initiative or hard work as the manager of a private company who 
may receive notice to quit any fine morning if the directors are 
convinced that he is not doing his best. ^ 

A Government employee jvill not Bejn uch intorcated.m-Iowering 
costs or improving the methods beca use he himself will gain nothing 
"thereby^ 

Tho State employee can flout the s enior officers if he has no ' \ 
ambit ion to rise. At the mosFhewilL&e transferred or his' increment/ 
stopped if it comes to the worst. But it is not so easy to remove? 
him. He does ,not consider himself tho servant of any particular N 
person but the servant of the impersonal State and that makes all 
the difference. ' ' * " ' * 

In a government-managed enterprise routine ^replaces responsi- 
bility.^ There i^_thejyranny. hfthejiesk. Tbere v are exasperating 
"Belaya*'"' A paper has to pass through so many hands, none making 
any m a teria l a lteration. 

Frequ ent transfer s, nepotism and, entry jnto.serv.ico.byBhe.back- j 
door, merit being, not, necessarily the test of promotion are some of Ij 
the drawbacks .in .government enterprise. ' ’I 

If there nre l osse s nobod y seems to bother. There isno-counter- 
part oTtEe^ISeholders whom the directors have to face every year. ' 
Tlioja x-'pay ersnre dumb: They do not pay taxes speoially for any ? 
particular purpose and "nobody really feels whose money has been < 
lost. Their representatives in the legislature will no doubt raise hue! 
and cry, yet the government usually has a comfortable majority and ,: 
the caravan continues to move on. ' 

It is, therefore, suggested t hat only safe. businesses, which are’-nf... 
a strictly routine Jype, .where , there isno question of winning the... 
! mar Mfftmd' J stfmng .to.maintain thenf, 'and "which enjoy .practically 
ajnoHopolistic“ position, can be entrus'tecTto the State. , They have 
to bD jB6~'entTulffed'hoc;au8cpubliclhtereste' aTe 'iavolve^ so that the 
idea is not to make^a profit hut to ensure purity and regularity of 
service. 'The" "government represents the general body of consumers 
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and as such take? upon itself to serve them collectively rather than 
* leave thc c c services nt the mercy of the profit-grabbing entrepreneur. 

We feel, however, that government weakness in business has 
been exaggerated. In big business, whether owned by government or _ 
private companies, the same red-tapi'm rules.' There* is the soino ^ 
lack of initiative aud inertia. v 

The success of the Ru=sian._expc,rimet)t has exploded the myth 
of governmental inefficiency. The achievements of their five-ye3r 
plans may be described as sensational. The world now stands 
aghast at the unparalleled victories that attended the Russian arms. 
People will how think twice in condemning the Russian methods 
which mean the State enterprise. The peoples’ State can inspire and 
galvanise it? citizens so that entirely new values arc created and it 
is no longer possible to argue on old premises. The sphere of State 
enterprise i« hound to extend further and further. 

, Even in England, the traditional home of louse: fairs, things are 
going to move pretty rapidly w ith the Labour Party in power. They 
have already announced their intention of ^nationalising the Bank of 
England and the coal mines But this is only the beginning. 

’ Death-knell of capitalism seems to have been sounded. 

I ’ 26. Production Under "a Dictator. We may finally see what 

' organisational changes we can expect if an economic dictatorship 
were established. *- 

Under the present economic system working under the laissez- 
faire doctrine, we have seen that functioning of the price-mechanism 
tends to bring about a harmony between consumers and producers. 
Tho multitudinous decisions of isolated entrepreneurs are somehow 
reduced to a'* system by the price steam-roller. The consumer is 
the king arid that producer who is able to give him the maximum 
satisfaction will be able to enjoy the maximum profit. The entre- 
preneur will try various permutations and combinations of factors to 
hit on the most economical combination so as to maximise bis profits. 
Through a great deal of reshuffling the various factors of production 
will be so distributed among the various industries that, according 
to the valuation of the consumers, the marginal product of each 
factor is the same in every industry .in which it is employed. Cm — 
ultim ate arbiter is the consumer. AJj.the productive resources of 
’ the 'community arc utilised fix Cthe making of tiratTissorrmeHtTofr" 
gobcls'and services which the consumer prefers .most. 

Things' are different under' a dictator. He will have his own 
scale of preferences, wi=e or foolish, and this will take the place of 
consumer s scale of preferences.. The_consumoix.lQseS-_hi 3 — soier- 
9!Slte- — ,Hejs dethroned. Under economic dictatorship that assort- 
ment of goods and services will be produced which the dictator, 
and not the consumer, prefers most. It is his valuation which is 
going to. take effect. Tlis phrases "most economical combination,” 
•"maximum profit,” "maximum efficiency,” "maximum satisfaction,” 
'all f lo~e their meaning. They will be dismissed by him as so many 
vague'statements'and meaningless platitudes. 
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How will he allocate the factors of production among the 
various uses ? He is also faced with the scarcity of . means in re- 
lation to wants. If the dictator were also a magician and had 
Alladin’s Lamp ' 5 in his possession, the things of course would he 
different. But we assume that he is endowed with no supernatural 
powers and that he is also helpless in changing the fundamentals 
of human nature one of which is that human wants are unlimited. 
He cannot, therefore, escape from a situation in which he finds that 
his desires are without a limit, whereas the means at his disposal to 
satisfy these wants are strictly limited. He is thus compelled to 
choose. 

The dictator must decide which wants to satisfy and which to 
forgo. t But his standard of judgment will be his own. There ’is 
every possibility of an eccentric or ludicrous choice. The Indian 
dictator for' example may decide that a langoti (loincloth) is 
sufficient by way of clothing and sufficient number of them can he 
made by the village weaver. All cloth mills may be scrapped arid 
much of the land devoicd to' cotton growing may be turned into 
pastures so that people should have sufficient number of milch 
cattle to supply themselves with milk and milk products.^ Produc- 
tion of furniture may be stopped, a few charpais are enough ; the 
banyan tree can serve as a sitting room. ' Educational equipment 
may be on Santiniketan model. Simple living and high thinking ! 
Herr Hitler is said to have j preached to the Germ in nation’“Guns 
are better than butter ?” 

t 1 i 

Having decided upon the assortment of goods and services that 
he prefers to place at the disposal of his people, he will then proceed 
to allocate the faptors of production among these industries. The 
factors which are free gifts of nature will be used with other factors 
so as to maximise their output and the free factor will he used to 
such an extent that its marginal productivity is zero. <■ 

But few factors belong to that category. Most of the factors 
are actually scarce. The / dictator will equimarginalise their pro- 
ductivities in the various uses. Each factor will be distributed 
among the various industries in such a manner that according to 
the vahiation of the dictator, its marginal product is the same in every 
industry in which it is employed. s , 

i 

The rule seems to be the pretty same as the one applying in 
competitive economy. But the qualifying phrase, according to the 
valuation of the dictator makes all the differences. We know that 
the marginal utility (for productivity) is subjective ; it varies from 
individual tS individual. The dictator has his own subjective 
valuation which may be a queer one. Hitler had ordered the German 
women to give up jobs and attend to domestic duties. A pleasure- 
loving and romantically inclined dictator may order them to 
have sun hath; air hath and sea bath oh beaobes most of the day and 
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to provide fuller satisfaction in the future. Por the development and 
improvement of the human material, ,he may arrange for health 
schemes, improve sanitation and medioal arrangements and provide 
for wider diffusion of technical and general education. Large amounts 
of money may be spent on- scientific research. He may supply ample 
.quantity of necessaries of life. He alone will deoide to what extent 
present" gratification will be sacrificed for providing fuller and 
richer life in the future. 

The dictator may not take advantage of standardised produc- 
tion of consumer’s comfhodities and, thinking that variety is the 
specie of life, he may decide to offer ■ a greater variety even though 
the cost of production may be higher. 

He will also consider to what extent the indivisible factors of 
production should be utilised. Puller utilisation of an indivisible 
factor may bring an increasing return, e.g., the trebling of some 
factors may increase the output six times but he may forgo this 
advantage, because he prefers to utilise the factors in their present 
uses. * . 

It is not also necessary that all his production units will be of the 
optimum size in the accepted economic sense. Much depends on 
how much of a particular good and service he wants to produce. 

He may have his own ideas on population. He may offer a 
premium on increased birth rate, order early marriages, compulsory 
remarriage of widows or he may issue strict orders against pro- 
creation and fix -maximum number of children for each family. 

It is needless to multiply, by way of illustration, the economic 
problems he will have to face and tackle. The use of every acre of 
land, every human being and • every rupee of nation’s capital and 
every factor of production will be determ ined by him. He will fix 
the quality and quantity of eaci . conceivable article to be produc- 
ed. Regimentation of production will -be followed by regimen- 
tation of qonsumption. Only a superman can attempt such a task. 
We may be sure that there will be reorientation even of economic 
theory. Some economic theories may be turned topsy-turvy. 

The task of economic dictatorship is formidable but not impos- 
sible. The dictator need not go whole hog.- He has not to begin 
on a clean slate. He can taokle bis problems piecemeal and modify 
the, existing economic system bit by bit. A sort of economic dictator- 
ship is functioning in Russia, it functioned in Germany and what- 
ever else one may think- of them but none may question their 
efficiency. V 
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CHAPTER XIV 

MONOPOLIES 

1. Introductory. Wd have studied the various fonns of 
business organisation. But there is one form of organisation 
which has assumed great importance in modern times, viz,, the 
monopolistic organisation or, simply, a monopoly. 

2. What is a Monopoly ? It sometimes happens that a pro- 
ducer or a group of producers come to acquire a more or less effec- 
tive control over tho supply of a commodity' and they are thus 
enabled to exercise a perceptible influence over its price. They will 
be said to monopolise the commodity or to constitute a monopoly. 

The essence of a monopoly is the ability to influence the price free 

from the fear of rivals. It implies an elimination of competition, 
complete or partial. Monopoly, therefore, is an anti-thesis of com- 
petition. "Whenever competition is absent, wholly or partially, we say 
theroTs a monopoly. 

3. Monopoly is Seldom Complete. But it is very seldom 
that competition is completely eliminated. Just as perfect competi- 
tion is rare, an absolute monopoly is also something very rare._ ’As 
a rule actuarcompetition is imperfect competition. Tho difference 
between competition and monopoly is not of a kind but of a degree. 
Monopoly may be properly described as a monopolistic competition 
op an imperfect /competition. ’The 6. N. I. T. is said to have"'a 
monopoly of local bus service in Delhi. But tho monopoly is far 
from perfect. Though there is no other bus service operating 
within the boundaries of Delhi, yet there is competition from other 
means of conveyance. Similarly, the Delhi Electrio Supply 
Company is said to enjoy a monopoly of electric supply m Delhi, 
yet there are other sources of light, like gas, available. Absolute 
monopoly is not to be met with. 

The monopolistic or “ imperfect ” competition arises from the 
use of trade marks by which device the manufacturers are able to 
differentiate their own products from those of others, and this 
insulates them from the market competition. It is also the results 
of costs of transport or of the fact that some customers knowingly 
or unknowingly pay higher prices for a product at a shgp. 

In tho economio jargon the term monopoly refers .to various 
forms of combinations among manufacturers like trusts and cartels, 

4. The Economic Significance of a Monopoly We have 
seen that Economics is concerned with the disposal of scarce means, 
which are capable of alternative uses, for the satisfaction of multiple 
ends. But wherever there is a monopoly this scarcity is all tho 
more accentuated and the consumers are compelled to pay more 
than they would otherwise have paid. Those who happen to control 
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the supply nro able to create an artificial - Boarcity. .'The economic : 
significance of monopolies, therefore, lies in the reactions caused in- 
certain branches of expenditure by high prices due to artificially^ 
contrived scarcities of certain resources, especially when these happen 
to bo commodities in universal use. > 

5. Kinds of Monopolies. Prof. Chapman classifies mono- 
polies as under : — 

(1) Natural monopolies . Natural monopolies nro the out-come 
of natural soarcity. A certain territory happens to possess a natural 
control ovor the supply of a commodity. Africa has a monopoly of 
diamonds, Chile of sodium nitrates and India of jute. 

(2) Legal monopolies. * Sometimes a producer, or a /group of 
producers, comes to control the supply through' law. A man invents 
a machine and gets it patented... so that others nro debarred from 
making it. This is tho case of a legal monopoly. 

(3) Social monopolies. The term social monopoly refers to 
eleotrio concerns, gas companies and other public utility services. It 
is obviously uneconomical, from tho eooinl point of view, that there 
should ho two rival companies in the samo place for tho supply of 
ga6 or electricity. The public, utility services are created monopolies 
On social grounds and are called social monopolies. 

(4) Voluntary monopolies'. ' In economic discussions we are 
mostly concerned with tfiis group of monopolios. When .several 
companies enter into agreement voluntarily to restrict supply nnd 
to control price, it is a case of voluntary monopoly. Such mono- 
polies do not arise from social necessity or legal restrictions or 
natural factors. They arc created by tho business men themselves ; 
they are known as combinations which may bo horizontal com bind - 
lions as between concerns engaged at the same jdnge of production, 
tig.', combination between spinning companies or it may be vertical 
combination which combines all processes from the produotioiTof the 
raw material to the marketing of the commodity under the same 
management, A combination between spinning and weaving 
concerns will be a vertical combination. 

• <> ' 

The monopolistic agreements take different forms, some of which 

are : — 

/* 

\ /{a ) Reduction or regulation- of output. When *a business is pars- 
ing through hard times the producers- take a concerted action to 
avert the' catastrophe and they undertake to roduco tho output or 
.regulate it to suit market conditions. Tho Indian jufcejmlls entored 
. into such agreemen ts during th e last e conorrffc depression./^ ‘ 

v (6) Fixation of price and other terms of sale. > In order to avoid 
cut-ohroat competition minimum prices to be charged by tho rival 
producers are fixed. Lest they should bo able to evade these agree- 
ments by granting ’other concessions like freight; credit and dis- 
counts, such agreements also ensure uniformity in such terms, 

v(c) Division of territory . This is another device to eliminate 
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" S (3) Patent Rights. _ Exclusive legal privilege_to make an article 

or patent rig hts, as it is usually callecT.is another source of monopoly 
power. - ' 

All modern States seek to encourage inventiveness in their 
oitizens. If somebody invents a machine or discovers a new formula 
of making a commodity, he can get it patented ^ He will then have 
the sole right of making that commodity. Even if the commodity 
is not new the producer can give it a trade m ark to differentiate 
it from other similar commodities. The law wilTnotT allow others to 
use that trade mark. In this way the monopoly rights are pre- 
served. •" 

But these rights are enjoyed within the State. Only the citizens 
of that particular State are forbidden to violate these patent rights. 
People in foreign countries 'may produce them. Bub the State _can 
protect its own citizens from sucli encroachments either by totally 
proh ibitin g the entry, of such goods. or by imposing a heavy import 
dutyT^TLTese protective measures_Jfoster monopolies. Tariff. isjaid 
t cTEe the mofEeFof fruits. "'P rotective duties fac ilitate file. forma- 
t ion of mohop oires'land.lielp to maintain th em.- The sole legal right 
to make an article or to use a process or a formula constitutes thus 
the foundation of monopoly power. t 

7. Types of Combinations or Voluntary Monopolies. There 
are several well known forms of business combinations the chief of 
which are the following : — 

Txpsl, When several companies amalgamate and create a new 
com pan y altogether'. and .efface the’mselve.s, then they form a trust. 
The com panies joining the_ combination, completely, lose their entity . 
andcntirely a jaew cahcem'under a new name is created. It may! 
alscTbe" called KTjwger. • * 

'““All the existing cement companies of India formed a merger in 
1936 under the name of A.C.C. (Associated Cement Companies of 
-India). The constituent companies dissolved themselves and in their 
place one concern was formed. They merged themselves into this 
new concern, which purchased all their stock and equipment. The 
t rust in stitutes a unified control, over production and distribution. ~ 

Karte ll But in_._o a3e t he corporations joining a„combination do 
not wish to lose ttfeir separate entity but wish .to continue function- 
ing.sepaTately'8urrendering only certain functions. to a newly formed 
organisation, then ,i t is cal led a kartel. It" sometimes happens* that 
some' concerns continue to function as separate producing uni ts 
under their managements and yet hand over thelr-output to a com- 
mon selling organization.. The Indian sugar mills formed an All- 
India Sugar Syndicate in 1936 and entrusted to it the marketing of 
all the sugar produced by them. The term kartel refers to such 
arrangements. 

Certain differgnoes-between a Trust and a Kartel may be noticed. 

\ In the case ofa Trust one new concern replaces the constituent 
corporations whereas in a Kartel they retain their separate existence. 
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In a trust both production and distribution are under one centralised ' 
control, whereas in a kartel only distribution is subjected to a 
central control but production is conducted under separate manage- 
ments of individual firms. The trust is a permanent organisation, 
the constituent firms having effaced themselves completely and 
irrevocably ; on the other hand, a kartel is generally short-lived. 
The firms joinjng the kartel are constantly looking to their own 
separate interests and leave the combination wheneveri t suits/ hem 
In so me respec ts a kartel je_superior'fo.a trust. It is more flexi- 
' ble, leavesTEe producers free to make their arrangements asetuoient; 
~)y as they can and there is little danger of over-capitalisation from 
* which a trust invariably suffers. 

8 Merits and Demerits of Trusts and Kartels. / Trusts nnd_ 
kartels are able to reap all the economies of scale, viz, economies of 
specialised and expert management, of specialisation of labour and 
machinery, of buying and selling, of rent and publicity, etc. They can 
use modem and costly machinery, spend large amounts on research 
and experiments. 

A. They can ensure a regular supply andiace bad times with con- * 
fidence. ~ ~ 


2 They can usejnventions and trade marks of all the members. 

- • Thej are also joint-stock concerns and, therefore, all the benefits 
of joint-stock enterprise >are open To them, c.g., democratic, flexible 
and efficient management, large capital, limited liability and trans- 
ferability of shares, etc. J 

But besides these two sets of advantages, they enjoy certain 
^ other_advantages by virtue oftheir monopolisticposition. As such 
they aro able to effect special economies in buying” and selling 
Being in a monopolistic position they generally charge higher 
prices and, by offering a large custom, they can wrest special con- 
cessions m all thfcir purchases. r 

L As producing units, too, they can attain higher levels of effici- 
ency, because they generally command superior skill and can affonl 
to spend lavishly on research. 

1 On the distribution Bide/hey can arrange matters in a verv 

economical manner as they are not undeh the ffecesrity '“f 

^large-amounts of money on publicity, there being no rival in ^ 

combinations are formed^ B^t riLreTs^the ks^w *5 > th& f 

the activities of Trustsand KaS 

and Kartels arise from their abn^A nfTtr- — T™^ 3 
\ ruthlessly crush" their r^fS d ^S^^°>~P ow . er - - The >"' 
contribution they .might have made towards 

' cons^ere ' — t8n?S ° n the5r customers and.exploit the 
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4 They bribe the legislators and thns lower business morality. 

«r ! By preventing _ the entry of now rival*, in to the field they stand 
in the" way ‘of economio progress. 

. f There are also dangers of o vor-eapi tnl is<it i o n . 

9.~~Some Other Forms of Combinations. Besides Trusts and 
Kartcls, there aro several other forms of combinations : (a) Holding 
Company . Wo have already discussed the way in which a company 
comesT to acquire a controlling interest in another company. The 
Standard Oil Company of New Jersey is said to have controlled 
about 40 oil companies in 1911. 

(6) Pool. The term pool generally refers^ to agreements for 
dividing the markets, sharing profits and limiting the output. They 
are very common among ice factories. Their popularity is duo to 
tho fact that* fifcT arrangements arc very flexible"; they, are easily 
formed and they afford a very desirable control over prices 
and output. But their chief disadvantage is that they arc tempo- 
rary and the arrangements lack stability. Disputes aro very 
frequent and they are as easily and quickly dissolved as they 
develop. 

*(c) Bing ., The combination among tho shippers is generally 
known ns a “ ring '* or a “ conference The shipping companies 
get the better of their rivals through devices like deferred rebato 
system. 

’(d) Comer,. Tho terra corner refers to the nttcmpto_at„cont roll- 
jug the .supply, of _a.,partioular -commodity, 7t a Marwari Seth 
or a group of them try to buy the entire Indian crop of cotton in 
a season so that they may be able to charge a very high price, it 
will bo called a cornet . In viow of the improved means of com- 
munication and transportation such attempts arc foredoomed to 
failure these days. 

10. Discriminating Monopoly. No monopolist charges a 
uniform price. Railways do not charge the same railway fare from 
all' passengers travelling betweon two places nor do they charge 
the same freight per raaund on all types of goods they oarry. 
Weight for weight tho silk merchant has to pay moro than tho coal 
merchant. The Electrio Supply Company keeps an elaborate tariff, 
i.c„ different scales of rates. All these are instances of discriminat- 
ing monopolies. Tho following aro tho main forms of discrimi- 
nation : — 

(a) Discrimination Between Individuals. Tho shop-keepers gone, 
rally charge "more fi ; om' 'a7vcll-dre*sed"cuktonier. 

(b) Djscrimhiqtion Be tween Classe s, A doctor may charge a 
higher fee from rich patients.' A railway company divides 
its passengers into different classes and charges from each a differ- 
ent fare, 

(c) JDi^rjmination^Bjtwccn Purposes. The Electric Supply Cora- 
pany charges 'clilferont rater foF’tho consumption of electricity for 
different purposes. It charges less from industrial consumers than 
from tho domestic consumers. 


t 


t 
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{i) Discrimination Between Places. The monopolist sometimes 
charges different prices in different regions or districts. Sometimes 
a lower price is charged in a foreign market than in the homo 
market. 

If discrimination is to be effective then it should not bo possi- 
ble for the goods sold iu tko cheaper market to be transferred to 
the dear market For example goods dumped abroad should not 
be resold in the home market. 

The monopolist is able considerably to increase his profit by 
charging discriminating prices. Each purpose or each class consti- 
tutes a market and from each class or for each purpose he tries to 
extract the maximum price. Thus if a uniform price were charged 
the aggregate profit would be much less, for Eomo would pay less 
than they could or would 

11. Dumping. The combinations are also sometimes guilty’ 
of dumping. By dumping ue mean the selling of a commodity in a 
foreign market at a price less than its price in the home market Tt~ 
■can be easily seen thatjtlio difference between the two prices must not 
be more than the cost of transportation otherwise the commodity 
j might be reshipped and sold in the home market. The loss which the’, 

1 manufacturers undergo in aT foreign market is made up, to so nil- 
extent, by the higher prices charged in the home market. 1 

“ The possibility of dumping on a foreign market will raise/ 
the home price if marginal costs 'are rising, lower it if they arel 
falling, and leave it unaltered if they are constant.” (Benhatn) " 

There are four broad_ aims_of jhe manufacturers in dumping 
goods in foreign markets : — 

' ' (a) To capture or retain a foreign market by killing a new rising 
industry in a foreign land. 

'' r* 

-■(b) To dispose of a temporary surplus of a commodity. 

-(c) To expand the home ^industry and reap the benefits of the 
Law of Increasing Returns. • ^ 

'"(d) To develop new trade connections. 

Dumping is usually^ a temporary phenomenon and by .its. very 

nature js not likely" to confer a permanent benefit on 'a foreign 
market. Instead, a positive and permanent injury is the usual 
consequence. All States, therefore,- adopt protective measures 
against dumping. 

12. Factors Which Facilitate the Formation of Combinations. 

There are several factors which conspire to bring into existence 
large combines. Anythin g which facilitates co-operation or _corn- 
pekLa concerted, action in /self interest wfiinead'TS'TIier formation 
of a combination . The following are some sucETactors':— 

- _ v/ (a) Natural scarcity or control over certain essential raw mate- 
rials gives xiEe to a combination. 
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v (&) Imposition of tariffs necessarily limits or weakens foreign i 
competition. Protection is said to be tho mothorof trusts^ Prep f 
from foreign competition, "the kome’mnmifactiircrs 'combine to ofimi-j 
n ate competition at h ome,. so as jxunaximise their profits, „ 

(c). Wh en the number of manufacturers is ; very _ small and 

the industry is. concentrated in a particular, Ioeality,.combination' is 
easy. The number of manufacturers in tho field will be small if 
’either the State imposes restrictions on new entrants or the capital 
outlay required is very largo. > 


(d) Standardised Product. If . the output is„ of „one uniform 
quality, then there is nothing to distinguish one manufactufcr_from 
the“ other. 'Itjwjll facilitate a combination. 


(e) The t raditions in t he country favouring joint action also 
load to the formation of a combination. 

13. Circumstances Unfavourable to a Combination. There 
are certain circumstances, however, which nro averse to the for- 
mation of a combination. Ifthcre are no. special difficulties in the 
way _of_ now entrants, then a combination or monopoly will be very 
unlikely. If the producers are ^scattered and each contributes only 
admail output to the market, a combination will be difficult. If the 
- iquality of tho commodity is the most important consideration and 
personal attention is necessary, chances of a big combination pro- 
r duemg, such a_commodity will be remote. Also, when certain pro- 
duccr^ arp_in,. a „ strong monopolistic position . already there will be 
Tittle inducement for them to join a combination. 


14. Forces That Threaten a Combination. It is not always 
easy to maintain a combination once formed. It is constantly 
feeling the impact of two sets of forces which threaten and dis- 
integrate it. These forces are operating both from within and from 
without. 


Within tho combination, there are certain firms who begin 
feeling restive and find that tho agreement is putting too great a 
strain on their loyalty. They do not find the combination 
working to their advantage. Probably some of the constituent 
firms have made technical improvements and find that they can 
look after themselves and will capture the market if they are not 
restrained bv the agreement. They may have to work below 
capacity and they feel that the unused capacity involves 
them into a dead loss. Probably the assignment of quotas 

4. considered _to_ be unjust. ~ 'Combination. Js_. a device ' some: 

n pd when the times change the combi- 
,55£L-!4 a PP“~ s ~ 4,-i 3 ?. no longer necessary. The efficient firms fee] 
they are making a sacrifice' foHkeejT the less efficient ones alive. 
Thus the changing conditions of trade and industry make it very 
difficult, aud sometimo3 impossible, to retain the loyalty of all 
the firms in the combination. Desertions constantly take place. 

But these are not the only disintegrating forces. There arc 
also forces invading from without. The pressure of the outsiders 
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or the now firm 3 sometimes becomes too heavy and tbo combina- 
tion breaks under the strain. The combination is able to prop 
up the price by curtailing the output which mean* that the firms 
have to work below capacity. Rut the new firm? nru constantly 
entering the field They nrc und»r no necessity to resort to short- 
time working. They take advantage of the higher prices main- 
tained l>y the combination but work themselves to full capacity. 
To prevent this increased production depressing the market the 
combination must further restrict output. Thus the outsiders or 
the new firms gain at the cost of the combination. When this 
pressure from outside becomes too much the combination has to 
bo dissolved and freedom of action restored to all firms. The 
members of the Indian 'Jute Mills Annotation experienced thi° 
difficulty in the early ‘thirties when they were limit r diort-thnc 
agreement nnd had sealed a percentage of their too mage. Many 
new firms were started and the agreement became unbearable. 
The Juto Mills Association granted liberty of action to their members 
and put au end to the agreement. 

Threatened by forces from .within nnd from without a combina- 
tion eanriot last long.' ' 

v^aS. Economic Effects or Evils of Monopolies. The existence 
of monopolies affects consumers, the qualite* and the quantity of 
the goods as well as the use and the remuneration of the factors' of 
production. 

(i) The remuneration of the factors of production is diminished 
because the demand for their services under monopoly ‘iiTesff'thiiu it 
would be in the caso of competing firms. 

(it) In a combination, a quota is usually assigned to each firm 
so thntjt has to wotk below capacity. Some productive resources, 
therefore, remain idle in a monopoly. 

-.(iii), As the quotas come up for revision periodically each firm 
is anxious to secure an increased quota at the next revision. For 
that purpose additional equipment, is silently installed during the 
currency of the .agreement. The cuinulatiyq effect is .that, surplus- 
capacity is created in the industry. 

(is) Another consequence of quota arrangement is that the pro- 
duction is also carried on in the less efficient units so that tho iuoro' 
efficient unit's "have .to work, below capacity’ merely to enable tho 
weak units to exist. This , is obviously detrimental to consumer's’' 
interests. 

(v) Under a monopoly the factors of production are not distri- 
buted in keeping with the preference? of the consumers , but .accord-. 

• mg. to . the monopolist’s own judgment. Monopoly, therefore, 

■ seriouslyjimits the sovereignty, of the .consumer. • * 

(vi) Tho monopolist stands in the way of new capital and enter- 
prise .and prevents its entry into the industry. - The infusion of new 
blood might have proved of immenso advantage for tho community. 
The monopolist deprives the’eommunity of this advantage. 
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, (vii) T he mono polist, jilso retards _Jbe clinical _ progress . He 

is anxious Eo maximise his profits and' it is sometimes not 
worth his while to replace his old equipment by the new 
and modern equipment. He would rather continue with the 
existing equipment as long as possible. No fear of competition 
compels him to reduce his costs by making use of the new 
processes and new inventions ; on the other .hand, when there are 
a number of competing firms, the firms which make use of the 
latest devioes will be ahead in the race. This stimulates the appli- 
cation of inventions to industry. 

A fi rm having a monopoly will scrap old equipment in favour 
of the new o nly “. if tliVcost of working tlie latter plus interest ;and 
amortisation upon ~ifs purchase price is less than the cost of work- 
ing the " existing., .equipment. " It will install equipment of the hew 
Type side by side with the old only if the profits from the former 
exceed the reduction in profits upon the latter due to the increased 
output and consequent fall in price of its commodity.” 1 In the 
absence of - this condition such a firm will not utilise the new inven- 
tions and it will thus deprive the consumers of the benefits of the 
more efficient method of production. If there is no monopoly 'new 
inventions will be used by new producers, who will enter the field and 
who will not be deferred by the fact that a lower price to consumers 
will reduce the earnings of existing equipment' belonging to their 
’ competitors. 

' (viii) Output under a monopoly is less than it would ,be_.under 
competitive "'conditions. Lest the marlceT should be spoiled output 
iVTtelxherately .restricted , or destroyed. Over two million tons of 
coffee were destroyed by the Coffee’ Institute of Brazil between 
1931, and 1934. ' ' 

Some... productive. .resources __are deliberately, kept idle. or plant, 
and 'equipment worked below capacity ' TTfull working will reduce . 
mondpoly i ~profits.''‘''The"mbnbp61iit only employs those resources 
whibh~ r are -suffi cient to maximise his monopoly revenue. The put- 
put that .does this is less than that which would be, produced under 
competition. 

. Not utilising new ..inventions ..and equipment and- preventing 
free jenterprise and capital /rom. entering, the monopolised' industry, 
have also the consequence of restricting the output. 

' v The restriction of output reduces the demand- for the factors ‘ 
of production and deprives the community at large of satisfactions 
that could be available, , , , / . ... 

f There is every reason that 'th e 'price under ..the - monopoly - 
should" be IdwefT The monopolist Has greater access to economies, 
internal"' and external . He can make full use of the, indivisible 
equipment and need not spend much on canvassing and publicity. 
He is always at an advantage in buying and selling. The size of 

1, Btahcrn— EtoriciDiee, p. 224, . / 
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17. Recent Tendencies Towards Monopolies. There was a 
time when combinations in trade and industry were looked askance 
at and they were regarded as positively antagonistic to the interests 
of the community at large. Anti-Trust Laws were passed in America 
and States everywhere kept'a vigilant eye on the combination move- 
ment. They were considered dangerous. ^ 

But this view has undergone a complete change. The ..combi- 
nation movement is no longer regarded as. inimical to public interest. 
Bather; they are “now regarded j as .essential if industry, is to bo 
rationalisell v 5iter World War I when Germany was saddled 
witlTreparation payments, the German industry had to rationalise 
for the sake of its very existence. Internal competition was eliminat- 
ed and the competing units were put together under one organisa- 
tion, controlling production and distribution. Only thus could i 
obsoleto plants be scrapped, inefficient plants closed and production ! 
concentrated in the most modem and up-to-date plants. The 
marketing arrangements had also to be centralised to do away with 
unnecessary costs incurred in beating the rivals. Tbo products bail 
to be standardised. All this could not be achieved if the industry, 
remained split up in scattered, isolated and independent units. The 
combination movement in Germany produced wonderful results. 
The movement, therefore, spread to America, Japan and other 
countries. - 

Everywhere the State to°H_active„ interest in bringing about 
combinations. TfieHState exerted the necessary pressure and even 
afforded the. necessar} 7 financial assistance. Even in England' stops 
were taken to rationalise the Lancashire Cotton Mill Industry. The 
last world-wide economic depression gave special fillip to the combi- 
nation movement as rationalisation was considered essential to re- 
organise the industry and to place it on a sound footing. 

In our own country we found that whoreas jute mill industry, 
coal industry, cotton mill industry, etc., suffored merely becauso 
their organisation precluded any concerted action on the part of 
the entire industry, the cement industry furnishes the solitary 
instance of rationalisation. It saved itself from internecine warfare 
and also benefited the country. Cartellieation seems to be one 
essential stepjtowardsjpjaoing our industries, off a "stable and sure 
N fcmndatlonTf 

Monopoly is’, tb er.efor&.~r.erv._closelv associated with indrmtrml’ 
efficiency . „ , t ” " 

18. Public Control and Ownership of Monopolies. The 

monopolist g enerally red uces the o utput so_that he may,bo,able'~tcr-- 
cbnjgtja' JngKeFpnce .andj^roasejius ^profit. This is .certainly, 'an 
anti-sociaT attitude. It 'Ts'Ueffimental to J the interests of the 
consuming public. The State as the custodian of public interests 
must intervene to 'curb the profit-hunting propensity of the mono- 
polist and to safeguard the interests of the consumers'. 1 / 
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The possible measures for the control of monopolies are : — 

'. ({) Passing .of. Anti-Combin liion Laws,. Anti-Trust laws, like the 
Sherman Anti-Trust Law of 1890 and Clayton Anti*Trust Law, of 
1914, were passed in America. Laws against Kartels were passed 
in Germany and Austria. But such laws were not always effective. 
When one "form of combination was declared illegal; the lawyers’ 
ingenuity suggested another and sometimes informal understand- 
ings took the place of formal agreements. The memorandum sub- 
mitted by Board of Trade to the Committee of Trade and Industry- 
in 1927 showed that the legislative control was only partially 
succesful. 

(it) Sjijrpressi onj> f. . Unfair. Nr a ciicesi Prof. Pigou suggests that 1 
the State should preserve potential competition and control thz.fduh^. 
bing derices’ which frighten away, the potential competitor ; these 

devices , are destructive dumping, or cut-throat competition, and 

boycott. But even he comes to the conclusion that “ attempts to 
maintain potential competition by preventing the employment of 
clubbing devices can best be only partially successful.” " . 

(tit) Control of Prices and Profits. The State . can regulate the 
monopolieiliWcontrolling profits and prices. No doubt there are . 
practical difficulties and it is not so easy to hit on a price which is 
reasonable for the consumer and fair to the producer. The mono- 
polist will try to throw dust in the eyes of both the public and the 
State and assume a pose of injured innocence. But it is worth while 
to attempt the task of regulating the monopolies. Purchasers’ asso- 
ciations can also be organised. 

(in) Publicity. , The Committee on Trusts suggested .in 1918 
publicity and public supervision as useful antidotes to the abuse of 
monopolistic authority. It is suggested that periodical ..investiga- 
tions ^ be conducted in the affairs of the monopolies and the search-, 
light of publicity focussed on their .doings. It is expected this will 
keep them in proper trim. ~ ' 

(v) Nationalisation. Finally, the monopolised business may be 
nationali^dr~WEen’fhe business is of a purely routine nature and*" 
the market is assured, then it can be safely owned by the State. In ' 
such an industry there is not' much room for individual initiative 
and personal attention of the entrepreneur. The business can be 
conducted ,by .a fool-proof-administration._The public utilityservices 
can be, and should be, nationalised. The present Labour Govern- • 
ment in Great Britain is expected to carry on the process of nation- . 
alisation.of such industries. • * , 

vdfl. Monopsony. • 'Monopsony’ is the term applied 

to — buyers’ monopolies.-- IF" the "seller said/"""' 1 ' Buy -from- 

us, or yon. don’t buy.” the buyer .can retort, • ” sell 
to us or you don’t sell.” The big meat packers in South America 
found this out in World War I. " The buyer was the British 
Government, which had the power to control the refrigeration 
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space on ocean vessels.’’ 1 Another similar cnso was the 
American automobile manufacturers who by working together wore 
able to bring down the price of rubber “-a Dutch monopoly. An- 
other case of a buyers’ monopoly is the purchasers of a particular 
kind of skilled labour which has no alternative market. 

, But buyc reLmonopolica are__yery rare, and more difficult to 
maintahT than sellers’ monopolies. 1’ho buyers can maintain their 
monopoly “pWBr' ohly'diy* restricting their purchases of essential 
commodities. But in that caso thoj inflict a9 ranch punishment on 
themselves, as on the sollors (c.g , buyers of milk in a town, supposing 
they acted as ono). 

The buyers are scattered throughout the length and breadth of 
a country and sometimes the wholo world. , It is very difficult for 
them to organise themselves. It is very seldom that the consumers 
can form a combination. The consumers can buy from another 
chop if thoy are not satisfied with the behaviour of a certain shop- 
keeper. But if the product is a monopolised one, it is difficult to 
see, what tho consumers can do. They must pay the price or go 
without tho commodity. Even. ,i£ jtho„consuracrs~ can.-combme.jmd 
force tho pricc.doiYn, it .wilfbc a . -short-lived _trjumph. The price 
may bo unremuncrative and capital may be driven out of the in- 
dustry so that tho supply of tho commodity will decrease and price 
must rise again. 

TJieJiuyeref monopolies are. jmrticularly ineffective if the de- 
jnandior.thc.’good is -inelastic... . Thoy cannbtdTo" Vitlfou t i l. ~ It rimy ' 
be a necessity of life or Borne essential raw material for tho manu- 
facturer,' In such cases tho seller is in a strongor position and can 
smash any purchasers’ combination. Moreover, jilternativo., markets 
cannot aiiY’ftys.boJ gnored. _ . 

TheuQnly_pffectiv.o.5vay.for,the,consumerejH to club together and 
falOULCO -.op erati ve store of their own. But this is an admission of 
tho fact that the}' wore nob able to dictate their terms to tho pro- 
ducers or sobers. 

The employers’ associations furnish anothor instanco of a 
buyers’ monopoly. TKo'eirijildyefs aro ablo to dictate terms to the 
workers sometimes. But a strong trado union can bring down , the 
employers to their knees and their association cannot save thorn. 

. Thus wo conclude that the buye rs’ m onopolies aro rare, weak 
and jneffeotive wherever Jhey exist. . ! ’ 
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the other hand, in the same way the marginal utility of X for a B 
should be greater than that of Y to make him a willing partner to 
exchange, 0 

Suppose these conditions do exist and exchange begins to take 
place. Let us ignore for the time being the rate of exchange, i.c., 
how many units of X are given for a given number of units of Y. 
As exchange proceeds A acquires more units of Y and B more units 
of X. For A the marginal utility of X increases (as its quantity 
with him decreases) and that of Y decreases (as its quantity in his 
possession increases). The opposite happens in the case of B. For 
him the marginal utility of Y increases and that of X decreases as 
exchange proceeds. If the exchange continues long enough a point 
will be reached either for one or both at the same time, when the 
marginal utilities of the two commodities will be equalised. Stfppose 
this point is reached in the case of A first, so that his marginal 
utility of a unit of Y becomes equal to his marginal utility of a unit 
of X. If he continues 'exchange beyond this point his total utility 
will begin to fall sihee partirg with an additional unit of X will 
mean a greater loss of utility than acquiring an additional unit of 
Y will mean a gain. He will stop exchanging, therefore, at a point 
where the marginal utility to him of the two objects is equalised, 
in other words when both the commodities have the same position 
in his “ scale of preferences”. As long as the two commodities 
occupy different positions in the scale of preferences of a person his 
total utility can be increased by his parting with the one occupy- 
ing a lower position for one which occupies a higher position in this 
scale. Exchange is possible between two individuals only when the 
two commodities occupy reverse position in their scale of preferences, 
in other words, when one person attaches more importance to one 
commodity and the other person to the .other, or in technical 
language, ivhen differences exist in their marginal utility ratios with 
respect to the two commodities . 

3. The Marginal Rate of Substitution. What we have called 
in the previous section the ratio of marginal utilities has beep 
called the marginal rate of substitution in more recent terminology. 
This term has been introduced by J. R. Hicks 1 and R. G. D. Allen. 
It is claimed that by adopting it one can do without utility altoge- 
ther. Since utility is a subjective concept which cannot be quanti- 
tatively defined the'new term is regarded as superior. According 
to this terminology what has been previously called diminishing 
marginal utility becomes increasing marginal rate of substitution. 
We have already seen that exchange (substitution) is possible as 
long as the marginal utility of a commodity to an individual is 
higher than the marginal utility to him of another commodity. He 
tends to substitute a commodity with higher marginal utility 
for a commodity with lower marginal utility. In other words as 
exchange or substitution proceeds the person requires larger and 

1 See Edonomics : Fob 1034. See also Wiolcstoorl’s Commoilson*© of 
Political Economy, Vol. I, Chap, IX. 
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larger quantities of the commodity that he is acquiring. to induce him 
to part with a given quantity of the good he possesses. • Thus if' a 
parson is exchanging bananas for apples, as oxohange proceeds, he 
will require large quantities of apples to part with a dozon of bananas. 
Thus as his tnirgmal utility for apples Tails his marginal rate, of 
substitution of apples will increase. In our treatment, however, wo 
shall stick to the usual concept- of utility. 

4. Ratio of Exchange Under Barter. Let us pursue barter 
further and see how ratios of exchange are determined under a 
barter economy. We have already seen that exchange becomes 
possible between two persons if each possseses the goods which the 
other desires and if the marginal utilities of the two commodities 
concerned are different for each.’ We also know that exchange 
continues until the marginal utilities are equalised. - We now want 
to investigate as to the ratio in which the two commodities will 
tend to exchange. 

It is obvious that even if both parties desire each other’s 
goods, exchange will 'not take place unless the terms of exchange 
are attractive for both of them. Suppose a person A has apples 
and a person B has bananas. A may desire "bananas but may not 
be willing to exchange them for apples unless ho can get at least 
2 dozens of bananas for a seer of apples. B, on the other hand, 
may desire apples but may bo onty willing, to part with at the 
most II dozen of bananas in return for a seer of apples. No ex- 
change is possible on these terms. Since to A the utility of one 
seer of apples is equal to two dozens of bananas ; if he accepts II dozen 
of bananas he will be exchanging for a good of greater utility (one 
seer apples) one of smaller utility (II dozen bananas) to him. 

Suppose, however, that A would be prepared, in order to get 
II dozen, of bananas to part with a seer of apples. B, on other hand, 
would be willing to give as much as 2 dozens of bananas to. acquire 
one seer of apples. Now exchange will be possible. What will be 
the ratio of exchange ? - The actual ratio in such a case trill be 
indeterminate. We cannot definitely say at what rate these two 
goods will be exchanged. We can, however, define the limits 
between which the ratio will be. The limits will be 
* 

1 seer of apples=ll dozen of bananas. 

1 seer of apples=2 dozens of bananas. 

A will not accept less than II dozen of bananas'and B will not 
give more than 2 dozen of bananas for a seer of apples.- Between 
these two limits the actual rate will be determined by the relative 
skill in bargaining or relative intensities of reciprocal demands of 
the two parties. If A is more clever the rate will be nearer to 2 
dozens of bananas per seer of apples, if B is more astute in bargain- 
ing the ratio will he nearer 1J dozen of bananas for a seer of apples. 

The above was a case of isolated exchange, one individual against 
another. In the actual world such cases are analogous to bilateral 
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monopoly, \.t., when Loth the patties to exchange are monopolists 
For instance, if employers and employees are both strongly 
organized the rate of wipes will bo determined according to the 
principles considered above. Within certain limits tho actual wage 
will depend upon the relative bargaining strength of the parties. 

In the actual wo Ad, however, all sorts of conditions 1 arc found. 
There may he bilateral monopoly as considered above or bilateral 
competition, where there are more than one person on each side. Or 
monopoly on one side may bo found with competition on the other 
and vice verm (unilateral competition). Tho problem of ratios or 
vnlue 9 becomes more complex under such cdhditions though funda- 
mentally there is no difference in principles. We could study the 
determination of value under all these conditions under tho assump- 
tion of a burter economy. But since, in the aetunl world exchanges 
normally take place through the intervention of money, we shall 
pursue this subject in terms of prices. The examples of barter 
were given in order to get some insight into the working of tho 
forces behind tho monetary valuations. 

5. Problems of Exchange. After having somo idea of the 
nature of exchange let us now briefly review the. various problems 
that wo have to study in order to grasp this particular aspect of 
economic activity. 

The coiitrnl problem of exchange, ncrording to somo econo- 
mists, is tho problem of valuation. Since production is organised on 
the basis of division of labour and since this division of labour has 
el tnined greater and greater minuteness, goods arc produced pri- 
marily to be sold in the market. Exchanges thus 'take place between 
buyers and sellers and ultimately between producers and consumer.?. 
Every one is a buyer and a seller in a barter economy. But when 
money serves as a medium of exchange the person offering goods 
(or services) is called tho seller. There may be a monopoly on the 
buyer’s side or on the seller's side or on both aides. Or there may 
be competition on both tho sides, Tho buyers and sellers may 
belong to the same country or to different countries. In the latter 
case exchanges take place on an international scale. Thus valuation 
has to be studied under all those different conditions. 

Then there are problems connected with money through the 
intervention of which exchanges take plaoo. Money takes various 
forms and is variously organised. Then there are substitutes of 
money, the various credit, instruments, issued by banks. Money 
again has an international aspect when payments have to bo made 
to foreigners or payments have to bo received .from abroad. 


1. For nconeiB'i trcalraant of equilibrium unrinr burter under varying 
condition*, boo Erich Roll : Elements of Economic Theory, pp. 07-87. 
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The main topics undor which all these above problems will be 
studied are : — 

1. Nature, extent and organisation of markets. 

2. Determination of values under a variety of conditions. 

3. Mechanism of exchange- money, credit and banks. 

4. International aspect of exchange and value. 

5. International aspect of money. * ? 

The next chapter is devoted to markets. 
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CHAPTER XVI , 

MARKETS 

1. Markets. In the ordinary language the term market is 
used to denote a specified place or area where buyers and sellers 
come together for purchase and sale of goods. In Economics the 
term is used in a wider sense. It does not refer to any place where 
goods may be bought and sold. It refers, on the other hand, to 
buyers and sellers of a commodity who are in direct competition .with 
one another. In the words of the French Economist Cournot, 
“Economists understand, by the term market not any particular market- 
place in which things are bought and sold but the whole of any region 
in which buyers and sellers are in such free intercourse with one another 
that the prices of the same goods tend to equality easily and quickly .” 
“ Originally,” says Jevons, a market was a public place in a town’ 
where provisions and other objects were exposed for sale ; but the 
word has been generalised so as to mean any body of persons who are 
in intimate business relations and carry on extensive transactions in 
any commodity. A great city may contain as many markets as 
there are important branches of trade, and these markets may or 
may not be localised. The central point of a market is the public 
exchange, mart or auction rooms, where the traders agree to meet 
and transact business. In London the Stock ' Market, the Corn 
Market, the Coal Market, the - Sugar Market and many otherB are 
distinctly localised in Manchester the Cotton Market, the Cotton 
Waste Market and others. But the idea of locality is not necessary. 
The traders may be spread over a whole town, or region of a country 
and yet make a market, if they are by means of fairs, meetings, 
published price-lists, the post office or otherwise in close communica- 
tion with each other.” 1 - i 

Thus the essentials of a market are : (a) Commodity which is 
dealt with ; (b) the existence of buyers and sellers ; (c) a place be it 
a certain region, a country or the entire world ; ( d ) such intercourse 
.between buyers and sellers that only one price should prevail for 
the same commodity at the same time. “ The more nearly perfect 
a market is ” says Marshall, “ the stronger is the tendency for the. 
same price to be paid, for the same thing at the same time in all 
parts of market.” 2 allowing of course for the cost of transportation 
of goods from one place to another. 

2. What is a Commodity !. Generally when we speak of a 
commodity we mean a whole class of, commodities. This is so 
because the same name may include several varieties. For instance 
cotton, wheat and tea, may not be three commodities' but as, many 
as all the varieties of them available for sale. From the point of 
view of the market each variety will be a separate commodity 

L Quoted by Marshall ; Economics of Industry, pp. 134-35. 

2. Marshall, op. cif„ p. 185 ' 
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since each will command a different price. “ Two units ”, says 
Benham, “ do not really belong to the same commodity unless they 
are perfect substitutes, that is unless every potential purchaser 
would be quite indifferent as to which of the two he received for 
his money.” 1 

The same product would be regarded as a different commodity 
if sold under a different trade mark. Thus “Lipton’s Tea” may be 
exactly the same tea as ' Darjeeling ’ but since they are sold under 
different trade marks each will have a market and price of its own 
and will represent different commodities. 

Similarly, exactly the same thing will be a different commodity 
at different places if its price does not tend to equalise easily and 
quickly. In the same way, the same product may represent differ- 
ent commodities at different times. Fluctuations of prices over 
time, howei er, are considerably reduced by the actions of specu- 
lators. 

3- Classification of Markets. There are two bases on which 
markets may be classified : (t) area and (») lime According to area or 
space, the markets may be : ^ 

(a) Local. The buyers and sellers are drawn from a particular 
locality. The market activities extend ovei a small aiea. 


(6) A T ational. A commodity has a nation-wide importance. The 
buyers and sellers of that commodity 7 are scattered throughout the 
length and breadth of the whole country 7 . They maintain intimate 
commercial contact with one another. 

'(c) World Markets % There are certain commodities that have a 
\world-wide demand, e g., precious metals like gold and sdver or 
staple commodities like wheat, rice and cotton. The buyers and 
'''■sellers of such commodities are drawn from all the corners of the 
v world and are in commercial intercourse with one another. 

The classification according to time considers the time given to 
the forces of demand and supply to adjust themselves to a given 
change. On this basis the markets may be classified as — 


(a) Market on any particular day or at any given moment. In 
this case there is so time to increase or decrease the supply, the 
price will largely depend on the intensity of demand. 


\b) Short-period market. In this case supply is given some time 
to adjust itself to the change in demand ; but the time given is not 
enough, so that the influence of demand is still greater than that of 

supply or cost of production. 

}£L Long ' pe li 0d mar ! M - In ^is case ample time is afforded for 
con^onif 0D the t Upi ’ lysid ® ^ work themselves out completely, 
adSn„f’ i a chau ? e ! n demand - If demand has increased, 
ii is rnntr ! U ? plles Can be , brou S ht *0 the market ; and if demand 

productmn i? erma u°l lt y ’ then there is time for the factors of 
producUon t o be wit hdrawn from that industry. In the long run 

/ 1. Benham, op cit , p 24 ~ — — — 
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cost of production exerts its full influence. The influence of the 
supply side is now greater. Price, in the long run, must cover 
marginal cost of production. 

(d) Secular market. When forces of demand and supply are 
given a very long time, say a generation, to adjust themselves to 
changed conditions, it is called a secular market. ___ 

4. Evolution of Markets. The evolution of markets may be 
studied from two points of view : (a) Geographical and ( b ) Func- 

tional. 

/ 

Geographically speaking four stages can he observed ' in the 
development of markets, (1 j the family market where exchange took 
place within tho bounds of a family only. (2) Local market : when 
buying and selling were confined to a town or a village or near about; 
(3) The national mirlcet ; when the whole nation could be regarded 
as one market for certain commodities. (4)yTho world market : when 
market for certain goods embraced the whole* world. 

The last threo divisions exist even today. Somo goods have 
only a local market, c.g., fresh milk ; others .only a national market, 
e.g., certain kinds of fruit ; and still others enjoy a world market, 
e.g., certain raw materials like cotton and silk and precious metals, 
etc. Geographical development has depended upon the develop- 
ment of transport and of /scientific devices like refrigeration. 
They have enabled the commodities to travel longer distances. 
Portability of the commodity and the possibility 
of its grading also determine the area of the market. 
We shall presently see what factors determine whether a 
market would be narrow or wide in tho geographical sonso. 

As regards functional development, markets have shown the 
following stages : 

(1) The general market : where a great variety of articles aro 
purchased and sold and buyers and sellers from immediate neigh - 
, bourhood gather in certain localities to do business. ‘ Prices are 
fixed by bargaining based on a. rough estimation of supply and 
demand. Such market* even now exist all over the world. 

< (2) The specialised market : with the greater development of 

industry and trade as well as transport the need for specialised 
markets arises. For instance separate markets arise for cotton yarn, 
cloth, etc. Labour market, money market, foreign exchange market, 
stock exhange, produce exchange, etc. are specialised markets. 

, (3) Marketing by samples. With the increase in tho variety and 

volume of goods and extension of the area of demand it is not 
possible to display all the stock." Goods are standardised and buying 
and selling takes plaoe on the basis of samples. This method is par- 
ticularly useful for raw materials which are bulky but homogeneous 
when standardised. 
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(4) Marketing by grades. This Ls a further development from 
the sample system. This applies to raw materials that can be 
easily classified according to quality. The quality is exactly defined 
and named so that oven seeing of the satnplo becomes unnecessary 
and the purchasers can order with confidence with reference to the 
grade of quality. This makes it possible to buy and sell things by 
telegrams over long distances. The area of the market thus can be 
enormously extended. No. 591-C and 8- A aro well known varieties 
of wheat and 4 E and M.G.F G. are well known varieties of cotton. 

5. The Extent of the Markets. The area or extent of the 
market will depend upon several factors : — 

(а) The character of the commodity itself . A durable commodity 
which can be easily described, sampled or graded, will enjoy a wider 
market than one lacking in these qualities. The whole western world, 
says Marshall ‘may, in a sense, be regarded as one market for many 
kinds of stock exchange securities, for the more valuable metals and 
to a less extent, for wool and cotton and even wheat ; proper 
allowance being made for expenses of transport, in which may be 
included taxes levied by any customs houses throogh which the 
goods have to pass.’ Things having small value and large bulk 
are not profitable to take to distant places and will have only' local 
markets Similarly, perishable goods (e.g., vegetables and fruit) 
unless they can be preserved profitably will have only local markets. 

arket . for real estate (e. g„ land and buildings) is local, 
xnns m order to have a wide market a commodity must 
be (i) portable ; (li) durable ; (in) suitable for sampling, grading and 
exact description ; and (to) such that its supply can bo increased. 

(б) The nature of the demand for the commodity. A commodity 
of universal demand (e.g., gold and silver) will have a wider market 
than one of a limited demand (opium in India). 


(c) Mr.ai)e of communication and transport. Onlv a hundred 
years ago famine in India could exist side by side with plentv within 
a few miles of each other. Food grains could not be moved 'from 
piaces of plenty to places of scarcity due to the lack of transport 
acuities Now food grains and other things can be imported from 
distant lands and also can be transported from India to distant 
places. Markets have consequently been Videned. 


In wat 


( d ) Teuce and Security. Obviously goods cannot be market 
instant p.aees unless peace and order secures them safety. Is 
ime due to insecurity in the war zones, markets get restricted. 

and credit sys!em - 7110 factor of finance is alsc 
2-2' currency and credit system is well developer 

b ,° conveniently and profitably carried on over ex- 

smaller distances *** absence of suob facilitlea g oods only mon 


if) The policy of the State. Markets 


may be restricted by the 
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policy of the State. Prohibitive duties? may be imposed on^ imports 
or exports. 

{<7} The degree of the division of labour. Wo have scon in a 
previous chapter how division of labour is limited by tiio extent of , 
the market. The converge of this is also true. The extent of the 
market also, in its turn, depends upon tbo degreo of division of 
labour present in the productive process. If there is no division of 
labour in production there would bo no need for exchange and there 
would be no markets. The greater the degree of division of labour 
the larger the area over which exchanges will take place in order 
to supply the needs of the people engaged in production. In other 
words, tiio greater the division of labour the larger the extent of 
co-operation necessary on the part of the people to satisfy their 
wants, and consequently the larger the area over which exchange 
will take place of given commodities, hence the greater the extent 
of the market. 

6. The Role of Competition in a Morkct. We have to study 
the process of valuation under competition and under monopoly. In 
fact there is neither perfect competition nor perfect monopoly in the 
actual world. What actually exists is the various degrees of what 
is called ' imperfect competition’ of which more later. It. is neces- 
sary, however, to assume per ft ct- competition in order to explain tho 
various forces at work in a competitive market. These forces are 
very complex and can be studied only under artificially simplified 
conditions. 

Perfect competition exists where two conditions are fulfilled : — 

(a) Factors of production can move freely from one occupation 

to another in search of the highest reward. 

. ** 

(b) Neither any single buyer nor any single seller can by his 
individual action appreciably affect the price of the thing bought 
or sold. These are tho implications of perfect competition. 

The first condition implies the absence of all restrictions which 
might prevent movements of labour in search of better wages, 
capital seeking higher rates of interest, producers of raw materials 
socking highor prices, etc. For instance, if a trade union limits the 
, number of now poreons entering a particular occupation by charging 
high entrance fees, and thus keeps their wages artificially high, the 
competition will not bo regarded as perfect under such conditions. 

The second condition implies: (1) a large number of buyers, 
(2) a large number of sellers, \ (3) ’ buying and selling the same 
commodity or service, (4) each knowing the price at which others 
are buying and selling. The result of those conditions will be that 
one commodity will have only one price in the same market. But 
the second and more important result will bo that no buyer or seller 
(producer or consumer) will be ablo to affect tho price by bis own 
individual action. The reason for this is quite plain. Since there 
are a largo number of buyers whether one buyer buys more or less 
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or keeps hwav milcoa no difference to the price. Similarly, sircc 
there arc a larger number of rollers whether one roller "OR more or 
k-s or keeps away dot «' not afftet tbo price. The qu mtitics inwlr- 
ed, in relation to the total quant ay of the commodity bandit or sold, 
respectively, ere lu^untfie mt. f his fact, ns we shall tee, 1ms great 
importance in the deu rinin ition of value under competition. 

When rve speak of competition arc mean competition between 
Imaeo- ancHniycn on tlm one hand, and between sellers nod sellers 
en the other Competition among biivcrv tends to raise prims and 
competition among «allm tends to lower prices. Their mutual 
notion tends to C'tablhh tbe tame price in the same market. 

Competition is more perfect iu a wholesale market than in fe 
retail market. In the wholesale market bu>ers and sellers arc better 
informed about the conditions of supply and demand. Tilings are 
bought and told for profit and in large quantities. In retail markets 
where things are bought for direct consumption by consumers, com- 
petition is relatively imperfect. A man may buy the same thing at 
a higher price in Delhi in Connaught Place rather than go to 
Chandni Choavk or Sndar IWar to save n few annas. People may 
buy from their favourite shops oven though they mny have to pay a 
little more. Consumers do not buy for business purposes and 
buy in small quantities, hence they do not trouble themselves about 
small differences of pnee. They do not keep themselves so well in- 
formed about prices as those who buy wholesale for profit do. 
Wholesale markets arc, therefore, subject to greater competition 
and are more perfect than retail markets. 

7. ' Perfect and Imperfect Market. “ A market is said to be 
perfect when all the potential sellers and buyers nrc~'proffiptly' - mwaT« 
of the pncesjOyihieU transactions take place and nllThd olfPfEfiHd?; 
by other sellers and buyers, and w herT* ahy~6 uy c fca n „ jpu rcii a so— from 
any seller and conversely." .Under such conditions the price of 8 
commodity will tend to be the same (after allowing for costs of 
transport, including import duties) all over the market.” 1 In this 
sense every variety of a commodity or the same commodity having 
a different label or ‘trade mark’ is regarded a separate commodity 
as will be presently explained. 

“ A market is imperfect when some buyers or sellers, or both, 
are not aware of the offers being made by others. 

In other words if the_same price rules for the same commodity 
at the same time in a market, it is Bald to he perfect. But/Hn case 
different prices are boing charged or paid for the same commodify 
at the same time in a market, it is an imperfect market. 

There is a Law of the Market*, also called the L aw of IMiff'?' 
erux by Jevons. This law states that in the same market, Jhc price oj 
a commodity at ihc same time must be the same. Then it is a matter 


1. Benlmtn — Economics 1010, p 25. 

2. Ibid, p. 26 
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of indifference for the buyers from whom they buy and for tho 
sellers to whom they sell. The price is the same. 

If this law of the market operates with full force so that the 
price tends to equality easily and quickly, then the market L perfect. 
In case, however, the operation of the law is hampered by custom 
or other types of economic friction, then same price .will not rule 
for the same commodity. In that case the market will he called 
imperfects- 

SydonxUtion-i of a Perfect Market. The Law of market, which 
brings about equality between the prices of the same com modjly 
inth e_s am ema r k eU at tb e b aihe" time ~u:m operate only if certain 
conditions are fulfilled. These art* the conditions of a perfect 
market. 

<y(i) Free and Perfect Competition. .Unless unfettered competi- 
tion is to be found both on the side of demand and supply, one price 
only will not prevail for a commodity at a given time. This means 
tho absence of monopolistic control on either side. No seller or a 
group of sellers should be in' a position to oxi' rt a perceptible influ- 
ence on tho price by controlling the supply of the commodity. A 
monopolist may charge different prices, Absence of monopoly and 
the prevalence of" free competition is an important condition of a 
perfect" market. This also implies full knowledge on the part of 
buyers "and sellers about, tho market conditions and about the prices 
that are being charged or paid by others. ’ . 

w tn) Chrap and Efficient meunn of Transport and Communication. 
Same price for a commodity will rule only if the information about 
changes in prices arc quickly transmitted to different sectors of the 
market and also if tho commodity can be easily, quickly and cheaply 
transported to that sector where it fetches a higher price. If means 
of communication and transport are ohcap and efficient then any 
divergence in tho price appearing in any part of the market will bo 
expeditiously removed. The commodity will be moved from Hint 
port of the market where its price is low to that part where it is 
high. Tho result will bo that tho prico will tend to move up where 
it is low’ and fall where it is high. The movement of goods will 
continue till the prices are oqualisod. lionet* availability of means 
,;of. traps port i a a no t h or important condition of a perfect market, 'i.e.., 
"whore the same prico rule3 for the name commodity at the same 
time, 

',y(iii) Wide Extent. A perfect market is sometimes considered 
synonymous with a wide market. Tho extent of the market depends 
on (a) large demand and supply ; {?>; durability of the commodity ; 
(c) its jrortabij ity ; and (cl) suitability for sampling and grading. 

The extent of the market is discussed below ; 

Example, of a Perfect Market. Mnrkot for invested capital is 
the nearest approach to the perfect, market. Invested capital takes 
tho form of stocks and shares. The stock exchange market is a 
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very highly organised market. The dealers are experts and are in 
constant communication with one another so that a slight variation 
m price is at once noticed and extensively circulated. The shares of the 
same class are of exactly the same grade and are perfect substitutes 
for one another. They are most portable and can bo sent frqm one 
place to another without much cost. “The method of quoting shares, 
of making 1 bargains and of settling transactions are absolutely fixed 
and widely known, prices are rapidly circulated and easily under- 
stood, while the high moral standard which exists throughout the 
) market is far more efficient than the strictest legal control in pre 
1 venting fraud and minimising risks.” (Thomas). 

Markets for precious metals, first class bills of exchange, 
foreign currencies and important raw materials are also efficiently 
organised and may be regarded as perfect. 

8. Market Transactions- Several kinds of transactions take 
place in mai kets. Things that are bought and sold may be divided 
into eight classes : — 

(а) Consumer’s goods ; (6) Producer’s goods ; (c) Labour ser- 

vices ; (d) real estate ; (e) loans of. money ; (/) paper titles; ( g ) 
rights ; and (h) other currencies. 

\ (u) Consumer’s gpods. Consumer’s goods are wanted for 

direct satisfaction of human wants. In this group arc included 
services of doctors, houses and cinemas purchased for direct con- 
f sumption. The retail shops specialise in such goods. As we have 
seen, retail markets are less perfect than wholesale markets. Retail 
prices thus show appreciable differences in different localities and 
consumers can save money by taking some trouble to find the cheap- 
est shops. 

(б) Producer's goods. Producer’s goods are not wanted for 
direct satisfaction of wants. Demand for these is “ der'ved ” from 
demand for consumer’s goods for the production of which thev are 
used. Examples of such goods are raw materials like rubber, 
wool, cotton, etc. ; intermediate products like steel bars and yarn, 
machines and tools, etc. The same good may be used as a ' con- 
sumer’s good or a producer’s good. Coal, 'for instance, ma,y be burnt 
in the kitchen or in the boiler of a factory. This fact, however, 
does not make our classification useless. “ Economic analysis is 
concerned,” says Benham, “ with functions of goods, with the part 
which they play in the economic system, rather than with their 
origin or their intrinsic qualities.” 1 

Producer's goods are, as a rule, purchased wholesale, hence the 
markets for them are more perfect due to reasons already given. 
Markets for them in many big cities are specialised. In London 
for instance, you have - Rubber Exchange, Corn Exchange, etc. Here 
buyers and sellers meet, commodities are exposed for inspection and 
transactions take place. 


1- Benham : Economit^ (1045) p 30. 
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(c) Labour services. Apart from domestic servants, demand for 
most labour is “ dor ivcd" from, the demand for consumer’s goods. 
In some countries minimum wages are fixed by authority ; in man}' 
countries they are settled through negotiations between trade unions 
and employers* associations. 

In some countries ( e . g., England) Government sets up Employ- 
ment Exchanges, to bring together employers wanting labour and 
labourers wanting jobs. There are also private employment 
agoncies. Posts are also advertised in the Press! 

On account of comparative immobility of labour, the weak 
bargaining power and the ignorance that prevails in labour circles, 

’ the labour market is generally imperfect. 

0 The study of wages, however, belongs to the Department of 
Distribution since labour is not merely a commodity. But we can 
conceivo, of a labour market all the same. 

( d ) Real Estate. Lands and- houses differ orn account of situa- 
tion in addition to other qualities. Thus tthey cannot be sold by 
samples. Such business is, thus, in the hands of specialised agents 
who bring buyers and sellers together in return for a commission. 
Advertisements are also used. The market for real estato is rela- 
tively perfect since buyers tako lot of trouble before tboy purchase 
it. 

(c) Loans of Money. Injbbo money market, money is loaned 
and borrowed. The lenders may be private individuals or banks 
or issuing bonses, the last being middlemen who advise the borrower 
what terms to offer in return for a commission. The borrowers may 
be publio authorities, private firms or individuals. The price paid 
for loans is interest and shall bo considered under Distribution in a 
subsequent chapter. The rate of interest varies according to the 
risk of default and the period of the loan. Money market in India 
may he regarded as imperfect. • 

(/) Paper Titles. Paper titles are of two types, those yielding 
fixed incomes and those giving fluctuating returns. Examples of 
the former are bills of exchange, treasury bills, loans raised by 
government, debentures. 1 , Example of the latter are ordinary stocks 
and shares of companies. They yield ‘'dividends” which fluctuate 
with the profits of the companies. Some paper titles have an in 
between character, c.g., participating preference shares. The holders 
of these receive a fixed return as well as something extra when profits 
aro high. Such transactions , take place in the Stock Exciiange. 
As exports deal in such thing, the market is perfect^ 

( g ) Rights. Rights may also ‘ be bought and sold, e. g„ “Good- 
will ” of a business, use of a "patent” of another firm may have to be 
paid for. "Options’' are rights to buy something at a given price 
before a specified date. “ Futures" means buying and selling rights 
to commodities at future dates. The dealers are experts' and 
honce the market is perfect. - 

T Securities bearing jixott interests. ' 
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, v ' (/;) Otlvr Currr ncit s. Curieucies of foreign countries arc 

l pmebased for making payments abroad and are J 

J pa\ merits from abroad. Their market is called horeig / ‘ /■ 

{ Market; This ntnrket is perfect. We shall study details of it 
(under Foieign Exchange. 

To start with wo shall be mainly concerned with rri! ;^ot6 or 
commodities. The working of other markets will be con-ukr . 
their proper place. 

9 Stock Exchange Organisation. Our stock exchange? are 
mo'-tiv organised on the basis of hoodoo Stock Exchange, 
aie two classes of members ; (i) jobbers and (ii) brokers. 

The jobbers do business on their own account hut cannot deal 
directly with the public. They must act through the brokers. 
The brokcis, on tho other hand, havo to be brokers only, /nor 
cannot buy and sell on their own account. They act as inter- 
mediaries between the public and tilt* jobbers. This specialise! 101 
is intended to minimise fraud and to place an honest and etncien 
oiganisation at the disposal of the investor. 




The procedure for buying or selling shares is something like 
this. The would-be purchaser or seller of stock has to book the order 
with a firm of brokers who will then contact a broker. Suppose 
Mr. A a ants to buy certain shares. He instructs a stock broker 
to buy these shares for him. The stock broker goes into the stock 
exchange and contacts a jobber who is asked to quote. 


According to the rules of exchange the jobber mast be ever 
ready both to buy and to sell. He must bo prepared to buy 
khaies which he does not want and sell the shares lie has not got. 
The broker does not tell the jobber whether he wants to buy or to 
sell. The jobber, therefore, has to quote two prices one price at 
w hich he will sell and the other at which ho will buy. Suppose 
-the quotation of a security of tho face value of Re, 100 given by the 
jobber is Rs. 120 — 12=) This means the jobber will buy at Rs- 
120 and sell at Rs. I’d. The difference between the selling and 
buying prices is the jobber’s profit. It is called jobber’s turn. 


, If the quotation is acceptable the bargain is struck. With tho 
exception of government securities for which there are cash transac- 
tions, transactions relating to other stocks and shares are cleared on 
certain days fixed for tho purpose. These are called the settlement 
days which are four. On the first day, it is ascertained whether 
the parties are in a position to carry out their part of the bargain. 
Suppose the purchaser is -unable to pay for the shares he has 
contracted tc buy. His broker will, then, ask- the jobber to' 
postpone the settlement to the next settlement which generally 
comes after a fortnight. The jobber agrees to the postponement 
but the seller has to pay interest on the amount which he had 
to pay and which he now promises to- pay at the next settlement 
time. This payment is called contango. 
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But if the buyer is ready with the purchase price, whereas 
the jobber has not been able to procure the Bhares he has agreed 
to sell. Then the jobber will ask for a postponement, and he will have 
to pay for it, because the purchaser loses Borne dividend on account 
of the delay in the delivery of the shares and he must be compen- 
sated, The penalty that the seller has to pay for not being able 
to give the delivery is called backwardation. 

These things will he Bettled on the first day. In case the 
parties are willing and able to carry out the contract, then the 
next two days called the 'Intermediate or Ticket days’ are devoted 
to the completion of certain formalities. The particulars of the 
purchaser are passed on to the seller so that the share may be formal- 
ly transferred to his name. The fourth and the final day is devoted 
to the payment of cash and the delivery of the shares. 

10. Advantages of Stock Exchange. Several advantages 
flow from the stock exchange organisation : 

(1) It provides market for the invested capital. The stocks and 
shares are satisfactorily graded and can be readily sold or realised. 
It is through stock exchange that a shareholder can realise cash for 
his shares at the time of need. • 

\ 

, (2) High standard of business morality and the great confidence 
that the stock exchange organisation inspires among the investing 
public are instrumental in attracting new capital in trade and 
industry. In the absence of ready realisability of invested capital 
new capital will not.* be encouraged to flow into industrial and 
commercial enterprises. 

(3) Easy and cheap transactions in stocks and shares rendered 
possible in the stock exchanges^ facilitate the’ transfer and re- 

- arrangement of capital. 

(4) ‘True value" 7 ’ of securities is settled in the stock exchanges. 

The dealers are experts and are in a position to form a correct 
estimate of the true worth of a stock, which depends on its yield. No 
doubt sometimes the speculators on the stook exchange artificially 
raise the price of a security and sometimes depress it unduly but 
these divergences are only temporary. Sooner or later the price* 
will got settled at its ‘true value’. - ’ 

11 Produce Exchanger Just 'ns there are stock exchanges 
for the purchase and sale of .stocks and shares similarly there are 
produce exchanges in which speculation (satta) is carried on in 
commodities like wheat, gram, cotton, jute, etc. These produce 
exchanges are called by different names like Grain Merchants’ 
Association, Company or Chambers. Only members can ' enter into 
transactions which the Association will recognise and countenance. 
The Association maintains'a list of firms with which a .member 
’.can enter into a transaction. Only men of property are eligible 
to become members. 
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Tho quantity for which a transaction Jb permitted is hot to be less 
thnn a kolha (500 maunds) and a number has to maintain a margin 
of Rs . 100 per kolha. Tho margin is never to fall below Rs. 100. 
In case it does, tho Association will either cancel a transaction or 
Kettle it before tho margin becomes insufficient to cover tho loss. 

The transactions are of two types : (i) spot (hazir mal) i. c., 
when tho transaction has to be completed forthwith ; (ii) Forward 
transactions, i.e., when transaction is entered into at the present 
price but delivery is to be made at an agreed future date. 

The transactions are according to Indian months, e.g., Baisakh, 
Jelh, liar, Bhadon, Asuj,. ilagh'ir, Magh etc. It is the seller's 
privilege, during the first 15 daya, to ask tho buyer to take the 
delivery and during the later 15 days tho buyor can demand 
delivery. On tlie last day of tho month cither tho buyer can 
demand delivery or the seller can give notice of delivery. For 
example if it is a Jcth-llar transaction, then on any day between 
16th Jelh and end of Jelh the seller can ask tho delivery to, be 
.taken and tho buyer can demand delivery at any time botween 
1st of liar and 14th of Mar. On the 15th of liar which is tho last- 
day of the month, for which the bargain was made, either the buyer 
or the seller may demand to make or take delivery. 

Tf the buyer does not take the delivery when called upon to 
do so or the soller does not make the delivery, then the company 
, completes tho bargain, and loss, if any, is put to tho account of 
the defaulter. When the buyer demands delivery he has to deposit 
. 25% of the value of the goods with the company and the seller 
can receive the valuo from tho company whom he has made the 
delivery. 

In caso either party is unable to complete the transaction 
ho is allowed to continue it at a "how price which, is more favour- 
able to tho other party. But the old account must bo settled and 
closed by the payment of difference to the party which has gained 
by the change in price, e.g'., the buyer must pay tho difference if 
the price has fallen. > - % 

x jf 1 7'1 12- Speculation. Transactions in the various markets take 
j^.place not only for genuine buying and selling, but also for purposes 
of speohlation. In speculation' things are boffght and sold by dealers 
to take advantage of expecteji differences in prices over a period 
of time. When a tr ansaction ' is made at the present price but 
settlement's to be made at ’■some future agreed date with jthelsple 
object of making a ._profit from the movement of prices, . the 
transaction iB called speculation. ~ 7 

If you buy wheat today and settle the bargain today by paying 
tho values of the commodity today, it . is not speculation. ' It is a 
cash transaction. If you undertake to make ,the payment at some 
future date, i. c., you buy on credit', this again is not speculation ; , it 
is a credit transaction. Both these cash' and credit ’transactions 
are spot transactions. 
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In case you enter into a transaction for the purchase of wheat 
after two months at whatever price may rule then, it iB also not 
speculation, for a speculative transaction is at a price that rules 
today and not at one which may rule at sonm future moment. 

Even if you buy at current price, delivery to he taken at the 
future, but you buy ior domestic consumption, it is not speculation, y 
because speculation is for profifc_andjqotfpr. meeting domestic needs,*" 

Hence the essentials of speculation a re : — 

vffi) The transaction is made at the cu_rr&n,t~price, ; 

the settlement is to bo made at some/atere date ; and 

it is done solely wit h a, view to making jprofit. Hence de- 
liveryjsjaeither giveirhor taken,, only, the _differenco„is paid. 

Such dealings may be in commodities like cotton, wheat, etc. 
These latter are carried on in what is called the Produ ce ^Exchange. 

Speculative dealirgs may also be conducted Jn. invested capital 
in. the form of stocks and shares. People purchase stocks and 
sftai'bs' iufordef to get income from their superfluous money. Those 
who merely purchase shares in order to sell them when prices rise 
are speculators. Their aim is specula! ion, not investment. The 
market in which such • dealings are carried on is called the Stock 
Exchang e. • 

Speculation is also known as dealing in futures or simply futures. 

A commodity must possess certain characteristics if it is" to Be 
suitablrfor speculative transactions, viz., - - 

, ■y^i) It should havo a fluctuati ng demand but speedy adjust- 
ment of supply should notfbe possible, otherwise prospect 
of profit will be small. 

It should be susceptible of accurate grading so that there 
is no misunderstanding as to tEe nature of the commodity 
and it is unnecessary to see it or its sample while making 
a transaction. 

It should have a w ide demand. 
y ( ? ' w ) It should be possible to measure it accurately. 

Kinds of Speculation. The essence of speculation is looking 
i nto the. f uture. By intelligent” anticipation' of ‘‘the" future "Move- 
ments of prices, the speculator expects to make a profit. There is 
thus an element of speculation in every business enterprise. 
Every business man carries on his business in anticipation of demand, 
u his anticipation is right he will make a profit and if it turns out 
' to be faulty, ho will suffer for it and incur a loss. There is 
^2J5§k.in^every commercial enterprise., - But f he speculator . by ~ the" 
exorcise of Ms expert judgment and by carefully estimating demand 
Can minimise, this risk. ~~ 
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Apart from the speculative element in every business enterprise 
there are two kinds of speculation. 

' - (*) Legitimate Speculation or Speculation Proper. This type of 
speculation covers the activities of those speculators 'who are 
experts in their business They proceed in the most scientific 
manner. Their function is to forecast demand and to estimate 
the future supplies. For this purpose they make use of all the 
B a ».v i j information available. In all countries crop forecasts are 
published. This will be his data of supply. He can forecast de- 
mand by considering political situation, possibility of war etc. He 
|m s ogether all relevant facts and figures and estimates the course 
o u ire prices. It is on the basis of such scientific and careful 
proper' 0118 ’ that h<3 enterS illfc0 a transa ^'i°n- This is 'speculation 


. ’ Illegitimate or Improper Speculation. This is shee r gamb b 

r ? * ' ' Gre ! s a * ar S e number of people who are ignorant of the 
bow °« ng demand or supply side. They enter, into a 
nn J,! n b ■indlyand without due dehberations. These'unscrupulous 
operators dehberately manipulate . the market. Their judgment 

1 beS th , 3n r,ght - Thrfr ’ 8 is a lea P fo the dark. It is 

andE Ure - ai lf SImp i te - T ^ run the risk of considerable loss 
to tW themselves. Many genuine investors too fall a victim 
to their unhealthy activities and undergo heavy losses. 

latioJl e t°hfw1. iff f enC6 b °t Ween le ^ timate and illegitimate specul- 
ate the activities of experts and the 

the ■ h ° • °f, bllud followera of these experts. The nature of 

scsssasasi IfitiB do ” b " is 

1 arnorS » B P eculat fon is useful to the community for it 

ly harmful movealents but illegitimate speculation is extreme- 

iy narmiulforit accentuates price fluctuations. ' ' . 

Theae are th~= Te T mS u USed in Speculation Markets. ThcBvJhl. 

that prices ^ gobp 0 7 8t ° CkS ^ 8har0S “ the _ expeCfKiSnL 

prices 'wfoomir te^u™ -8 *? in^the present because they suspect that 
SSr! ffir " 4? m ^ e - ^ market is bullish'when 
prices rule. It * % in* or dull ^ ^ l0W 

protects fi-nm 6 +T?° e a Producer or a manufacturer- 

to buv ral f nsk x ar i 8 \ n g out of pr 7 ™T 155 t 5 £tions. He 

of the raw'material /lT * 3 St °° k tbern f° r months. If the price 
hlpumhlsT wasTnnnln ! ubse ?“ entl r he would think he has lost; 
in case the rmen rS PP° r t ane > be ought to have postponed it. But 
about this train becanc: e f , as . S a ' lne d- Hut he is 1 not enthusiastic 
turer andn^t a’ dlTeHn l !' 8 ° 0t in h l 3 line * He is a manufac 
risks in his manufactorin^ at ^ material. He is prepared to take 
f manufactnnng a ctivity but not arising out of the 

i thr0W “ 
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fluctuationsMn the price of raw materials. This he is anxious to 
eliminate. How can he do it ? 

Take the oase of a miller. He buys 20,000 maunds of wheat 
for milling purposes at Rs. 10 per maund. Later the price falls to 
Rs. 8. He has lost Rs. 2 per maund, i.e,, Rs, 40,000 in all. But if 
the price rises to Rs. 12 he shall have made a profit of Rs. 40,000. 
He wants to avoid this loss and will not mind if there is no profit 
either from the change in price. Hedging will come to his aid. 
When he buys 20,000 maunds at Rs. 10 in the spot market, he sells 
the same quantity at this price in the forward market. How sup- 
pose the price falls to Rs. 8 per maund. What is the result ? On the 
wheat he has purchased 'spot' he loses Rs. 40,000 but on the forward 
market he gains Rs. 40,000 for he will be able to get it at Rs. 8 whereas 
he has sold it at Rs. 10. Thus the loss in one transaction is exactly 
s et off by the gain in tbe other and on the .whole he neither gains 
nor loses. "This is exactly what he wanted. / He does not want any 
profit or loss apart from his proper business of milling. 

Such transactions as above are called the hedging._contracts . By 
this means the business men ca n co ver t hemselves against losses 
irincITaFe''not inThoiF lino so that extraneous risks, are .eliminated. 

\/Options. Option is purchased to get out of a losing transaction. 
They are of three types 

(i) Gall Option ., Suppose I have put chased wheat at Rs. 10 
per maund but when the settlement day comes the price has fallen 
to Rs. 8. This means a loss of Rs. 2 per maund to me. I may 
shave contracted to buy 5000 maunds. This would mean a loss of 
Rs. 10,000. But if I have purchased the call option, i.e., the right 
to buy or not to buy, by paying one anna per maund, thus 1 shall 
exeroise my option not to buy and I lose only one anna per maund 
instead of Rs. 2 per maund. 

(ii) &uLQption.,3.e., option to sell or .refuse jto sell.. Suppose I 
have undertaken to sell 5000 maunds of wheat at Rs.10 per maund. 
When the date arrives, the price in the market is Rs.12. I lose Rs. 2 
per maund, i.e.^Rs. 10,000 in all. If I have purchased the ‘put option’ 
only I lose the option money which is insignificant as compared with 
the total loss on the bargain. 

(Hi) DstvMejQpijon ( Put and Gall). This option will give me 
the right <ythor_to, buy or.to.seU... If it is advantageous for me to 
sell, 1 may sell, or I may buy. I am free to choose. But having 
purchased this double option I am not sure I shall gain. It depends 
on what I have paid for the option and what is the extent of the 
change in price. If t have paid 4 as. per maund for the double 
option and the rise and fall in price is also 4 as. per maund, I neither 
gain nor lose. But if the rise or fall is more than this I shall gain; 
by increasing my right to buy or to sell. In case, however, the rise or< ; 
fall in the price is less than the price of the double option, I shall > 
lose whichever way I may exercise my option, , / 
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(Turner. -If a business man or a group of business men tty to acquire 
the entire supply of a commodity in the market or a major^ part 
of it, it is called cornering or r riggTng’. The aim is to control the 
supply and then charge a monopoly price. When the means ol 
communication or transport were imperfectly developed' and the 
number of very rich people was small, cornering was flexible to some 
extent. 

In modern times cornering is not so easy. To buy the entire 
supply of cotton, wheat or jute will* require crore3 of rupees. Fair 
can afford it. Even if an attempt is made it is likely to fail. The 
commodity can bo brought from other parts of the world and the 
* comer’ would be broken. 

14. Benefits and Dangers of Speculation. Speculation if 
carried on by people who understand the forces of supply and 
demand and act after getting the best information is not without its 
advantages/^ It helps in making prices steady by cqualising the _ 
forces of supply and demand over a period - of time. "Take“the case 
of cotton. Suppose a speculator in cotton in autumn, by 'stodyiug 
all the factors acting on supply of and demand for cotton, comes to 
the conclusion that by next spring the price is bound to rise. He 
will proceed to purchase as much cotton as he can and other specu- 
lators will also do the same. This will create great demand for 
cotton in autumn when the new crop is coming and will raise its 
price. Suppose the price in autumn on account of the action of the 
speculators was raised from Rs. 10 a maund to Rs. 13 a maund. 
In spring suppose the price would have risen, if there had been no 
speculation to Rs. IS a maund. But since the speculators have 
purchased large quantities of stock in autumn, They will sell it in 
spring and thus increase supply to meet the higher demand. Suppose 
the actual price, due to the action of speculators, settles at Rs. 15 
a ruaundrinstead of Rs. 18 a maund. This means that on account of 
speculation the difference in the price of cotton between autumn 
and spring has been reduced from Rs. S (Rs. 18 — Rs. 10) lo Bs. 2 
(Rs 15 — Rs. 13) only. 

Thus if the expert speculators anticipate a rise in price in 
future, they will buy now so that they may make profit 
by selling in the future. The present purchases will raise 
the price immediately and the future sales will prevent a steep rise in 
, the future. The result will be that the difference between the present 
price-level and the future price-level is narrowed down. 

Similarly, if the expert speculators expect the prices to come 
down in future they will restrict their purchases now ; they would 
rather sell now for future delivery. The curtailment of demand and 
present sales will bring the prices down immediately and when they 
huv in the future to give delivery, the anticipated fall in the 
price in the future is lessened. Here again the divergence between 
the present and future price levels is minimised. The steepness of 
the fall is mitigated. 

Tn short, the activities of the expert speculators tend_ _t Q 
f'liminate yiolent fluctuations in pricesi If prices were expected to 
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rise in the absence of speculation, they now rise less, and in case they 
were expected to fall they fall less. Specu lation thus has steadying 
sft'eot on prices. Speculators. bring ahout.abetter .adjustment between 
demain^ncL supply. * * 

Violent fluctuations of prices . are socially .harmful. They have 
a disturbing effect’ on ’economic life and they create an atmosphere of 
uncertainty which cuts at the very root of the industrial and com- 
mercial enterprise. Thejntivities of the speculators .result in elimi- „ 
nating their violent price fluctuations and t render a .great .service to" 
th^qmmuhity ^ •- , / 

’The steady prices are useful to (i) ’-'’the consumer, the pro- 
ducer and (iiif the community in general. 

(i) The consumer benefits, for when the prices are steady, he is 
better able to mop out his expenditure. Violent (price movements 
upset his family budget and import an element of uncertainty in 
domestic 'economy. In that case his effort to -minimi se his 
satisfaction will be thwarted. If prices. are steady his calculations 
are facilitated. The speculator is thus helping the consumer by rank- 
!bg ’£ H'e*prfces steady. 

(«) The ■producer also gains from the activities of the specula- 
tors. It is a characteristic of modern industrial .system that produc- 
tion.has.to-be mffiated’long in advance of demand. Violent fluctua- 
tions in the price of the raw material will seriously upset all the 
calculations of the' producer. There is a risk involved at every 
stage of production. The speculator intervenes at ‘ every stage 
to elimi nat e., this risk. ' He _ makes .the course ’off-prices . .steadier 
and. relieves the„.producer .of .severe headache on account of price, 
changes.^ It is the speculator’s job to forecast price movements and 
profit ijy them. By his expert judgment, he is able accurately to 
foresee the probable course of future prices. While trying to make 
profit out of the situation he succeeds incidentally in smoothing i 
out price movements to the great advantage of the producer and the 1 
manufacturer. We have already seen in discussion on hedging how 
the manufacturer is enabled to eliminate extraneous risks. 

(in) Speculation is beneficial to the community in general because 
the speculat ors, by their activity, draw” ’the attention of’., the com- 
muni ty to the ' anticipated scarcity or abundance,. of a commodity.) 
IfTfis going to be scarce we must start economising forthwith,,' 
and' if it, is going to be abundant, keeping large stocks will be. 
unnecessary, uneconomical and risky. This service to the community * 
is certainly of great value. ' \ 

(tv) T he spe c ulat ors _help„ jn„ the _ economic distribution - .of a 
c ommodity. They_are experts and know not only when the prices 
-are going to rise or fa ll" hut ^ljp..TgRjfflre ' 'they are high or low. The 
commodity’ tends to "move to a place' where prices are expected to 
'be high. The result will be that the steep rise in prices in certain 
pk ces is prevented and where they rule low, they are raised a bit. 
They bring about thus a more even distribution of the commodity. 

“ The speculator does’ not add to existing supplies, nor does be sub. 
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tract from them, but these activities result in a bettor adjustment of 
i> supply to dcimmd ns bet .veen tlio present and the future” 1 and w 
may add between one place and another. 

If, however, hpeculntion is carried on by ignorant people it is a, 
mere gamble, They arc likely to make ’•crious mistakes of judgment 
and tlut« may pureha-o when they ought s to sell, thua increasing 
rather than reducing price duel unt ions. Such specula tionJs socially 
hnnuful and 'le-erres condemnation. 

It is well known Itow the feverish activities of the specnlflton in 
New York in 1029 brought nbotil a crash in tho Wall {street (Non 
York Exchange). Prices of stocks were attificially rawed to figtms 
out of nil proportion to the earnings, actual or prospective. Tic 
volume of monthly bales on the New York Stock Exchange inerc-ind 
from IS million shares to 100 million shares. 1 The apmiJntivo boom 
had nit inevitable crash. Hundreds and thousands of American 
speculators wore ruined. Soon tho rest, of the world also found 
it'clf in the grip of a grave crisis. The Great Depression followed 
, in its wake. In the words of Arthur Salter, " Spend it ion.. ..base;! on 
| economic realities may be beneficial .but ‘speculation on speculation’ 
* is dehnitoly injurious,’* 

‘Speculation has been described as the salt of industrial and 
commercial notivity. Accepting the gastronomic comparison a' 
true, nays an Indian writer, it may btill happen that the same polatc 
may reject equally food without salt as fowl which contains too 
much t nit ,’ 4 Thus speculation is gcwl but too muoh speo<dntion,„js 
ba, . When speculation becomes an end in itself, it is dangefoin ; 
it it exticincly harmful. "When this happens and the hope of gam 
is more and more isolated from productive activity 'and comes to rest 
exclusively oil tho game of probability of a rise or fall of prices, or 
the hope or profit arising from tho ditlbienocs between tho purchase 

ana the sale price.. there is a transference of notivity from the 

field of work to that of play, from tile factory to tho Stock Exchange, 
from the field of production to that of distribution or re-distribution 
oi wealth, and thus the easy enrichment of ono at tho oxponso of 
another comes to mean a transfer of wealth from the ono t-o the 
other without any increase in tho amount of wealth — which must, 
m tho end, impoverish tho country. ” 2 


In our example abovo, wo talked of tho forces of supply and de- 
mand determining price of cotton. Let us see how theso forces 
actually operate. 


L 
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CHAPTER XVII 

SUPPLY AND THE LAW OF SUPPLY 

1. Introduction. " In the previous chapter we studied some- 
thing about the nature and functions of markets. Value is deter- 
mined by the interaction of two sets of forces, i.e,, Supply and 
Demand. The equilibrium between these forces takes place in the 
market. We have already seen in the Department of Consumption 
how demand arises and how market demand can be expressed in 
the form of a demand schedule and a demand-curve. The demand 
schedule and the demand curve we have seen illustrate what is 
called the Law of Demand. 

Corresponding to the Law of Demand there is a law working 
on the side of supply which is called the Law of Supply. Before 
we can understand how equilibrium of supply and demand takes 
place we must know something about supply and the Law of Supply. 

For the purpose of studying market price we need not make 
any reference to the.forces behind supply especially of reproducible 
commodities. Market prico is the price that tends to prevail in a 
market on a particular day. The time 'is so Bhort that production 
has little influence on the supply, rather the stock of the commodity 
under consideration, But we must explain these terms. 

2. ' Supply and Stock. Supply mean's the amount offered for 
sale at a given pvice, just as demand means the amount purchased at 
a given price. Supply should be carefully distinguished from Stook. 
Stock is the total volume of a commodity which, can be brought into the 
market for sale at a short ngtice. For some commodities the stock 
and the supply may be practically the same. These are the com- 
modities which must be sold within a short period whether the 
prioe is high or low. Perishable commodities like fish and melons 
are of this kind. Other commodities can be held back if prices are 
not favourable to the sellers, e. g., toys, cloth, etc. Here supply 
may only be a small portion of the stock available. If the price is 
high, larger quantities are offered by the sellers from their stock.- 
If the price is low, only small ; quantities are brought out for sale. 

3. The Law of Supply. This brings us to the Law of Supply. 
Just as there is a Law., of Demand, there is also a law that 
governs supply. It may be stated thus : — 

‘Other things remaining the same , as the price of a commodity rises 
its supply is extended, and aslhe price falls, its supply is t contracted' 
Note here that this is just opposite of what happens to demand. 
Thus when price rises, while' supply is extended, demand is contract- 
ed, and when price falls! supply is contracted and demand is extend- 
ed. This is because higher prices are favourable to sellers and lover 
prices to buyers. »• ' ‘ •> i- * • " • 
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4. The Supply Schedule- Corresponding to the demand sche- 
dule already explained in the chapter on Demand, we can construct 
an individual’s supply schedule and by totalling up the amount sup- 
plied at various prices by all the sellers in a market, we can obtain 
the supply schedule of the market. 

Let us suppose the commodity is apples as before and that the 
following is the (market) supply schedule of apples. 

Price per doz. Quantity supplied 

Rs. in dozens. 


7 

6 

6 

4 

3 


40 

33 

29 

26 


2 16 
I - 10 

It will be seen that when the price is as high as Rs.7 per dozen 
as many as 40 dozen apples are offered for sale. As the price falls, 
the amount supplied also falls. When the price is as low, as Re. 1 a 
dozen, only 10 dozens of apples are offered for sale. This means that 
as price falls supply is contracted, and as price rises , supply is extend- 
ed. This is the Law of Supply corresponding to the Law of Demand 
studied under Consumption. s 


5. Supply Curve. The supply schedule given above can be 
represented m the form of a curve, called the Supply Curve, which 
corresponds to the Demand Curve already noted. 

Quantities supplied are 
measured along OX, and 
prices along OY. SS' is 
the supply curve. If from 
any point P on the supply 
curve, PM is drawn per- 
pendicular to OX and PO' 
to OY, then at PM (=0'0) 
price, PO' (=OM) quanti- 
ty will be supplied. 

It should be ’noted 
X that the supply curve 
slopes from right to left. 
Quantities supplied cn dozens aa contrasted with the de- 
mand curve, which slopes from left to right. The reason is that 
when price falls demand is extended, supply is contracted and con- 
versely when price rises, demand is contracted, supply is extended. 

6. Elasticity of Supply. Just as there is the concept of the 
elasticity of demand tb“ TO ’ = also the idea of the elasticity of supply. 
When a, small fall in price leads to a great contraction in supply, the 
supply is comparatively elastic ; when a big fall in price leads to a 
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very small contraction in supply, the ' i supply, is said, to be compara- 
tively inelastic. Similarly as regards a rise in price the converse is 
true. A small rise in price leading to' a big expansion in supply 
shows elastic supply and a big rise in price leading to >a small exten- 
sion in supply indicates inelastic supply. 

The following curves illustrate the degrees of elasticity of supply: 

In the case A, supply 
is inelastic. Price- falls 
from 00" to 00', sup- 
ply extends from OM 
to OM'. A large fall 
in price (0"0'), leads 
to a small increase in 
supply (MM'). • , 

In the case B, supply 
is elastic. A small fall in 
price (0"0') leads .to a 
Lig extension of supply 
(MM'), ' ' . 

7. - Rise and Fall in Supply. As there can be a 
in demand already rioted, there can also be a rise and 



inelastic 


Supply 


rise and fall 
fall, in supply. 
Supply rises when at the same 
price more is offered for sale, and 1 
falls, when at the same price less is 
offered for sale. This is illustrated . 
^by the accompanying diagram . 

IfSS is the supply curve before 
the change, S'S" shows a fall in sup- 
ply because at the same price O K 
(=P'M') less is offered for sale (OM 7 
instead of OM). S"S" shows a rise in ' 
supply , because at the same price 
OK (=P"M") more is offered for sale (OM" instead of OM). 

8s Causes of Changes in Supply. We have studied in chapter 
on Demand, the causes of changes in Demand. We shall study here 
the causes of changes in supply. The rise and fall in supply may' 
take place on account of a number of factors. 



In the first place, cost of production of a commodity may rise 
due to increase in the price of the 'various factors of production, like 
raw materials and .intermediate products,- used in its production. 
This will result in a fall in supply. Conversly, a fall in the prices of 
such factors will lead to greater production and consequent rise 1 in 
.-supply. "During 1936 and 1937,” says Benham, " the rise in the 
prices of timber, steel and other materials changed the conditions of 
supply of such goods as houses, ships and motor-cars.” 

Secondly , as regards agricultural ' commodities better rainfall , 
improvement in irrigation , more supply of manure, and better 
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methods of production naturally would increase' supply and failure 
of rains, floods, fires, dust-storms , earthquakes, etc. will decrease supply. 
In India the supply of food grains depends to a large extept. on sea- 
sonable rainfall. Increase in the area under agricultural products 
also would increase their supply. This happened in- Russia, Austr- 
alia, Canada, and America during the inter-war. period. , . _ 

Thirdly, the cost of production of commodities may also : ho 
influenced through improvement in technique ,' better organisation of 
production and marketing. This will increase supply. On the other 
hand, higher taxation imposed on the output of the commodity or 
its factors of production will decrease supply. ■ ' - 

Fourthly, Improvement in the means of communication and trans- 
port may increase supply of particular commodities if imports from 
foreign countries are encouraged and may reduce if exports are 
encouraged thereby. 

Fifthly, Political disturbances like a war may disorganise or 
divert channels of trade and thus create scarcity of certain kinds 
of goods. The Bengal Famine of 1943 was mainly due to cutting of 
the supply of rice from Burma. Scarcity of cloth in India nowadays 
is the result of difficulties of importation - and disorganisation of 
.normal trade channels by controls, strikes, transport difficulties, etc. ' 

Sixthly, supply may be consciously decreased by agreement among 
producers. Part of the supply may 'be destroyed in order to raise, 
prices. During the great depression the production of rubber, tea 
and some other products was restricted through international agree- 
ments among the p/oducers. Coffee was thrown into the sea in 
Brazil or burnt. ■- i 

Finally, taxation on output^ sales, imports, etc., also affect 
supply. By levying high import duties a government may restrict 
supply of a foreign commodity to encourage its production at home. 
Government may restrict production of certain articles for reasons of 

health {e.g , opium in India). - . 

„ . 

9. Factors Affecting Both Demand and Supply. We have 
studied factors which affect demand alone or supply alone. | But 
there are factors which affect both demand and supply simultaneously. 

(t) Change in the amount of money. When there is inflation, 
there is an increase in money incomes. Demand increases. -But supply 
also is affected. Production will incomes to take advantage of the • 
rise irrprices. Costs of production also 'increase when there > is an 
increase in money incomes because incomes of the factors constitute 
costs to the entrepreneur. What a wage-eamer receives is income 
from bis point of view but cost from, entrepreneur’s point of view. 
When there is decrease in the amount of money or deflation, prices 
fall which stimulate demand but restrict supply. ! 

( u ) Improvement in technique. When there is an improvement 
in technique, value of production increases and supply is in- 
creeaeed. Things become cheap and consequently real income in- 
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1. Equilibrium. Equilibrium means a state of balance. When 
forces acting in opposite directions are exactly equal, the object on 
which they are acting is said to be in a state of equilibrium. Tie 
a chord to a piece of stone and dangle it in the air. After oscillating 
from side to side the stone will come to rest if no further dis- 
turbance is caused. The stone is then in a state of equilibrium. 
This particular type of equilibrium is called stable equilibrium, for 
the object concerned after having been disturbed tends to resume 
its original position. 


Balance a rather thick stick with the flat end on the ground in 
a vertical fashion. Disturb this balance and the stick will fall flat. 
It will not tend to regain the original position of its own accord. The 
stiok was in a state of unstable equilibrium. 


For stable equilibrium it is not necessary that the object should 
attain balance. If there is constant disturbance it may not come 
to rest, like the pendulum of a clock. But it always tends to come 
to its original position of rest. If undisturbed it would succeed in 
doing so ; it is thus in a state of equilibrium. 


Equilibrium of Supply and Demand- The idea of equi- 
librium has been applied to supply and demand. These are two sets 
of forces tending m the opposite directions. Larger supply tends 
^ eatc / de mand tends to raise price. When the 
P >r V , re 0 . , es . e f° rces is equal in the opposite directions they 
tend to maintain a certain price which is called the equilibrium 


The table given below combines the supply and demand 
t™^ S p= a ^ eady f ote r d r and Ehow s bow equilibrium takes place be- 

tw een thGsn twn Rpf q nf fnuonn rri, n j*. , « , ^ , 

J.ne commodity taken is apples : 


Price per dozen 
v 7 
6 
5 
4 
3 


Quantity demanded 
4 
7 

'12 
15 
23 


Quantity supplied. 
40 
33 
29 
26 
23 


? 29 16 

1 38 10 

TOTO&aSdsIT 1 Pf % iB Es - 3 P ei d02en 23 dozens * 

r d . zen , s are demanded, the supply is equal to demai 
Bb.3, therefore, is the equilibrium -price. Any disturbance “f tl 
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3. Market Price. Market price is the price which tends to 
prevail in a market on any particular day. It is the result of the 
temporary equilibrium between supply and demand for thnt parti- 
cular day. Market price is influenced by changes jn supply and 
demand on a particular day. These influences are temporary and 
short-lived. The next day, nay tho next hour, demand and or 
supply may bo different. Market price is thus the outcome of pass- 
ing ovents nnd forces which nro transient. Such forces or influences 
vary from day to day nnd from hour to hour. Honco market prieo 
fluctuates from day to day and from hour to hour. It represents 
very temporary equilibrium of demand and supply at tbe moment. 
Supposo thero is a cattle fair. Tbe supply of mill: is considerably 
increased for tlio^o days. On account of this additional supply, 
'"''price of milk will come down. There will bo a new equilibrium at 
a lower lovcl. Tho price will be low enough to carry the entire 
supply of milk. But this equilibrium will be temporary. When 
the cattle fair is over old equilibrium will tend to bo restored. Now 
in the month of sharadhs, there is .. very great demand for milk and 
price of milk will go up. Thero will bo an equilibrium at tho bigb° r 
lovcl. Tho pneo will bo high enough to restrict lcs» urgent demand 
so that existing supply is equated to demand. But when rharadhs 
nro over, old prieo will tend to return. Market price thus represents 
a changiug equilibrium. 

The time is so short that supply can only come out of tho „tock 
that is already in the market, or that can bo brought at a short * 
notico, or is *in sight’. When tho period is very short (a day) stock 
is practically fixed. Tho quostion of its incrcaso by further produc- 
tion, theroioro, doos notarise. The cost of production, thereforo, 
has only an indirect influence on price. If tho commodity 
cannot last for more than a day (fish for instance), i.e., is perishable, 
the cost of production has practically no influence on prieo. Tbo 
wholo amount has to bo sold and it will bo sold at a price which 
measures the marginal utility of tho consumers (taken in tho aggre- 
gate) for the amount. 


4. When the Commodity is Perishable. An example will 
make thiB clear. Supposo a perishable commodity, liko fish, is 
brought to a market on a particular day, to tho amount ol 100 seers. 
At what price this 100 seers of fish will sell ? As tho commodity is 
porishable tho whole of it must bo soldduring tho same day. Wo 
assume that tho sellers of fish have no demand for fish them- 
selves. There will bo some fish consumers j who will bo willing to . 
pay ^ perhaps a price of Rs. 5 por seer rather than go without fish. 
Their marginal utility for fish is very high, and is mesaured by 
Rs. 5, At tiffs price, perhaps, five seers of fish will be Bold. Similarly, 
there will be consumers who are willing to pay lower prices accord- 
ing to their marginal utilities. Lot us make a demand schedule of 
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this market. It will bo something like this : — 

V 

Prices per 

Quantity 

seer 

demanded 

Its. a 

seers 

5-0*0 

5 

4*0*0 

7 

3-0-0 

12 

2-0-0 

20 

1*0-0 

40 

0-8-0 

00 

0-4-0 

80 

0-3-0 

100 

0*1*0 

150 

Tho prico ultimately settled will bo annas 3 per seer, because 


at this price the whole of tbo fish can be sold. Those consumers 
whoso marginal utility of fish is measured by annas 3 will bo the 
marginal consumers, and they must be attracted if the whole fish 
has to bo sold. But ns in a perfect market there can be only one 
price for the Barno commodity, everybody will pay annas 3 for a 
seor of fish, even the rich man who was willing to pa}’ Its. 5 per seer. 
Ho , will got a 
consumer’s surplus K 
of Its. 4-13-0. 

Tiio nccom- K 
panying diagram k 
illustrates how the 
murket price' of 
fish will ho deter* 
mined. 

Measure 
quantity along OX 
and prico along OY. 

Sinco the supply is 
fixed tho supply 
curve SM will bo 
parallel to OY. 

Let tho point ® 10 10 ,Q i0 

of intorsootion of tho supply and tho demand curves be called P. 
Thon PM will bo the market prico at which 100 seers of fish will be 
sold. PM=as, 3. 

5. When tho Commodity is Non-Perishable. If the com* 
modify is not perishable, it can bo stored if tho sellers expect better 
prices in tho future. In that case, the amount offered for sale will 
not , bo fixed. It will vary with price. Suppose the commodity is 
toys.' Taking the same figures for demand, wo could havo also a 
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supply schedule for toys. If the price is very high (say Rs. 5 ), 
perhaps the whole stock will be offered for sale, but as the prico 
falls some sellers would rather wait for the next day, or would 
rather keep the toys for their own children. In that easel the 
marginal utility of the sellers for “the toys will be the minimum 
below which they will not accept any offer. Thus 


Price 

Amount 


per toy 

. demanded 

supplied 

annas 

80 

toys 

5 

toys 

100 

64 

7 

90 

48 

12 ‘ 

80 

32 

20 

70 

16 

40 

65 ' 

- 

60 

60 


80 

40 

3 ' . 

100 

20 


150 

10 


After haggling 
at 8 as. per toy. 

This price is higher 
than the price at 
which fish was sold 
beoause the sellers 
of toys can wait. 
Owners of 40 toys 
have refused to sell 
at this price. They 
would rather wait 
for better times, or 
some of them would 
rather use the toys 
for their own chil- 
dren’s benefit than 
accept a low price. 

Annas 8 is a 
price which is the 
result of the equilibrium 


and bargaining the price i will tend to bo fixed 



-vo 'so ro 

Amount ^ 


particular day intwr^f” 60 ? Up ?? y and demand « on that 
above showi^’how thff marke * for . fc °y s - Tli e curve given 

toys. ae e f ui ^brium prioe is reached in the case of 


along 0 !:^ PriC9 iS measured along OY and amount (in units) 

t 

* ? s the 1 pdS> ?. ema ^ d Gurye as . before, 

price. PM=*as. 8. ’ ^bus is the equilibrium 
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6. Price of Irreproducible Commodities. So far we have 
assumed that the commodity concerned whether perishable or dur- 
able can be reproduced. How is the market price of commodities 
that cannot be reproduced, determined 1 Such commodities may be 
piotures by old masters, unique diamonds, old manuscripts, etc. In 
principle there is very little difference in these cases and the cases 
considered above. The stock of suoh commodities, is fixed. The 
v seller, however, can wait. Ultimately the price wjll be determined 
by the marginal utility of consumers. The lo west limit of price 
will be determined by the marginal utility of the seller himself. 
The highest limit, if there is only one unit' to he sold, will 
be determined, by the highest offer among the purchasers. If there 
•. are a number of units of the same commodity and they are all oh 
sale at the same time, price will he decided by the marginal utility 
of the consumers taken in the aggregate. Such a price will have no 
relation- to the cost of production of the commodity. The question 
of cost of reproduction does not arise since the commodity cannot 
be reproduced. Marginal utility is supreme here, whether the period 
is short or long. 

Such cases differ from the case of _reproduoiblo commodities in 
the fact that in the latter case the marginal cost of production ulti- 
mately sets limits to the increase of supply. Unless coBt is met re- 
producible commodities cease to be produced. This, however, is the 
^ problem of normal price as against market price. We shall consider 
it in tho chapter after the next one. v 

* f i r 
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r CHAPTER XIX , , 

THE CONCEPT OF COSTS OF PRODUCTION 


1 

1. Normal Price. In the last chapter we were concerned with 
market value. We studied the various forces that determine price 
in the market on any particular day. Market price may fluctuate 
violently due to sudden change either on the side of supply or de- 
mand. A big arrival of fish may depress its price in a particular 
market. A sudden heat wave may raise the price of ice. These 
prices are, however, temporary influences and cause temporary dis- 
turbances in the market value. In the absence of such disturbing 
causes the price tends to come back to a certain level. This level 
itself may not he a fixed point for all times. But if the ‘methods 
and scale of production remain on the whole constant, this level 

s may be taken as a fixed ^anchor around which, in its day-to-tjlay 
i movements, market price fluctuates. Adam Smith called this level 
i as “ natural ” price and Marshall has called it “ normal ” price. 
'’’In the words of Marshall, ‘Normal’ or ‘Natural’ value of a commodity 
' 'is that which economic fdrces would tend to bring about in the 
' ilong run. It is the average value which economic forces would 
’ 'bring about if the general conditions of life were stationary for a run 
> of time long enough to enable them all to work out their full 
1 Icffect.” In this chapter we shall be concerned with the study of in- 
fluences which determine this level. 

It should be obvious that the question of normal price, arises 
only in the case of reproducible commodities. Commodities the 
stock of which cannot be increased have no long-period price problem. 
They sell according to the marginal utility of the consumers for the 
quantities offered for sale. In the case of reproducible commodities 
if the demand price is attractive enough it pays producers to under- 
take further production, whether they will or will not depend upon 
the cost of production in relation to the prevailing or expeoted 
price. 

2. Distinction Between Market Price and Normal Price. 

Market price and normal price differ in the following respects : — 

(1) Market price is the price which actually prevails at a parti- 
cular moment as the result of the temporary equilibrium of forces of 
demand and supply at the moment. ' * 

Normal price, on the other hand, is never actually the price ; it 
is ono. which is only likely to be the price in the long run and when 
that time comes, the actual price will bo called the market price and 
some other price will be expected to prevafl in the loDg run; t ho 
price becomes the normal price/ 

, (2) Market price is the result of temporary causes and passing 
events, whereas normal price is influenced by permanent and per- 
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sistent causes, for in the long run temporary causes disappear or 
neutralise one another. 

- (3) Market price fluctuates from day to day, even from hour to 
hour. But normal piice, under given conditions, remains a sort of 
fixed standard. It does not change daily or hourly. It is the oentfe 
round which the market price oscillates or the level to which it 
tends to return after having departed from it temporarily. 

(4) All commodities can have a market price, i, e,, the price" 
at which things are actually bought or sold but only reproduoible 
commodities can have normal price, i. e., what price is expected to 
prevail in the long run. If the things cannot be produced at all, 
there is no sense in speaking of their normal price which is influenced 
by the cost of production, for these things have no cost of produc- 
tion. They simply cannot be produced. 

, Normal prioodppends upon cost of production to the study of 
which we now turn. „ ' 

3. What is Cost of Production. There iB considerable confu- 
sion about the definition of this term. One distinction is between 
(i) Nominal or money cost or expenses of production as incurred 
by the entrepreneur for the production of a commodity ; and (it) 
the real cost of production. This latter has been variously interpret- 
ed. Adam Smith regarded pains ’ and sacrifices of labour as real 
cost. Marshall includes undor it “real cost of efforts of' various, 
qualities” and " real cost of waiting.” 1 This is called the social 
cost by Marshall. (Hi) The Austrian School of Economists and their 
followers have given a new concept of real costs. According to 
'them the real cost of production of a given commodity is the next 
best alternative sacrificed in order to obtain that commodity. We shall 
consider this concept in greater details in a subsequent chapter 

For the moment we shall u=>e the word cost of production in the 
sense of money cost or expenses of production. This is the point of 
view of the entrepreneur. Whatever is the nature of the real cost 
the employer thinks in terms of money costs. He continues to pro- 
duce only-as long as he can recover his expenses of production, in- 
cluding normal profits, necessary to keep him in business as an 
entrepreneur. To start with, therefore, we shall analyse the 
entrepreneur's cost of production and then see in what manner such 
costs influence prices. Later on we shall go after these monetary 
expenses to more fundamental forces 'determining value. 

, The entrepreneur’s . cost of production includes the following ele- 
ments 2 : (t’l Wages of labour ; (ti) interest on capital ; ( iii ) rent or 
royalties paid to owners of land or other property used ; (iv) cost of 
raw materials ; (v) replacement and repairing charges of ^machinery; 
and (t n) profits of the manufacturer sufficient to induce him to carry' 
on tllo production of the commodity under consideration. 

1. Marshall — Principle* of Economics (8th Ed.) p. 350, 

2. For details sao Moado : Economic Analysis acd-Policy pp. 2-5. 
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4. Prime and Supplementary Cost. The cost of production of 
the entrepreneur may be analysed from another point of view. Some 
costs vary more or less proportionately with the output while others are 
fixed and do not vary with the output in the tame way. The former are 
knoum os prime costs and the latter as supplementary costs of produc- 
tion. Take the case of a sugar factor}'. Some of its costs are 
constant whether the output of sugar is say 15,000 maunds or 1,500 
maunds a year. The rent of the factory building, interest on capital 
invested in machinery and salaries of the permanently employed 
staff must be paid, whether the output to be produced is large or 
small, even if the factory is not working for, a time. Such costs are 
called the supplementary costs of production. Costs of casual or 
daily labour employed are only incurred when the factory is at work 
and roughly only in proportion to output. Such are the prime costs 
of production. The distinction between Prime (Variable) and Sup- 
plementry (Constant) costs applies only to a short periods Nothing 
oan remain fixed for along time. In the long run, the staff would 
change; amount of capital invested would be different, the dimen- 
sions of the factory too will change and so on. Hence "in the very 
long ran, all costs are variable or prime.’’ 1 

In the long run both the prime and the supplementary costs of pro- 
duction have to be met out of the sale proceeds of the commodity produced, 
sugar in our example. But in some cases the actual price charged 
may be such as to meet only the prime costs and a very small por- 
tion of the supplementary costs of production. In such cases 
the price is below the total cost of production. Such occasions are 
given below. 

5. When Price May he Lower Than the Costs of Production. 

(1) During a trade depression price may fall bo low that a producer is 
unable to meet his cost of production. He has two alternatives in 
such a case. Either he should stop production altogether and wait 
for the time when condition of the market is more favourable. But 
he might lose altogether his hold on the market if he adopts this 
course. The second alternative is to go on producing his commodity 
so long as he can meet the prime costs and a small portion of his 
supplementary costs, however small. If he stops production he will 
have to incur his supplementry costs in any case. It will be to his 
advantage, therefore (unless he wants towetire from business alto- 
gether), to adopt the second alternative. ThiB course, however,' can 
be followed only on the assumption that depression will not last too 
long. . > . ■ 

(2 ) In the case of fixed and specialised capital being used in a 
•nsiness it may pay the producer to continue with his old capital, 
even if he does not recover his total hosts of production. This is so 
because if he sells out his old • fixed capital and installs more np-to- 


1. Basham — Eoonomios, 1940, p. 181. 
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date machinery his loss on the old capital may not be covered by 
increased profits from the new capital. 

(3) Dumping. It may pay a producer to produce on a very- 
large scale in ordfer to reduce his costs of production, sell a part of 
it in the home market at usual prices, while selling the surplus in 
foreign markets below the cost of production. This is called dump- 
ing. What the producer loses abroad, he gains by charging higher 
prices at home. But since cost? of production for the higher 
amount is very much less he is able to earn profits at home even at 
moderate prices. 

(4) Foreign Competition. \ A producer may charge prices below 

his cost of production in order to kill foreign competition. After 
such competition has disappeared he raises his price again and thus 
covers earlier losses. , 

These are, however, all temporary contingencies. Ultimately 
the price must be high enough to cover the cost of production of the 
commodity concerned including both th!e • prime and the supple- 
mentary costs. ' 

There are all sorts of producing units supplying the same market, 
whose cost of production must be covered. Presumably. they are 
not all producing at the same cost of production. Further, even 
the same producing unit or firm does not produce all the units of 
production at the same cost. Cost of production of which unit should 
be covered by the price ? Price in the long run must cover the margi- 
nal cost of production. Let us now consider this. 

6. Marginal Cost of Production. The term marginal cost 
often causes confusion in the minds of students of Economics and 
requires a careful understanding. Marginal cost of production may 
mean : . 

(t) Cost of production per unit of the marginal firm ; or ( 

(ii) Coat of production per unit of the marginal output. ■ 

* Let us explain these two meanings. 

(i) Marginal firm, is the least efficient of all existing firms , its 
ex penses of nroAact ion_.atoJd\e_high&at.par..uuit, audit is just able < 
to keop^its head •''above water. If the price in the market were to 
fall but slightly, it will go under, because at the prevailing price it 
is just remunerated for its expenses of production, earning no extra- 
ordinary profit but just the normal average profit. If there are 
three cycle manufacturers A, B, C, serving'the market and have 
their coat of production per cycle respectively, as Rs. 125, Rs. 140 
and Rs. 150, then. C, with its highest cost Rs. 150, is the Marginal 
Firm. / 

Marginal cost of production, in one sense, means the cost of produc- 
tion per unit of the marginal firm like the one described above. 

-But the marginal firm may not always be one working under 
:• ths least advantageous conditions. The essential point about the 
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4. Prime and Supplementary Cost. The cost of prodnction of 
the entrepreneur may be analysed from another point of view. - Some 
costs vary more or less proportionately with the output while others are 
fixed and do not vary with the output in' the same way. The former are 
' known as prime costs and the latter as supplementary costs of prodnc- 
tion. Take the case of a sugar factory. Some of its costs are 
constant whether the output of sugar is say 15,000 maunds or 1,500 
maunds a year. The rent of the factory building, interest on capital 
invested in machinery and salaries of the permanently employed 
staff must be paid, whether the output to be produced is large or 
small, even if the factory Is not working for .a time. Such costs are 
called the supplementary costs of production. Costs of casual or 
daily labour employed are only incurred when the factory is at work 
and*roughly only in proportion to output. Such are the prime costs 
of production. The distinction between Prime (Variable) and Sup- 
plementry (Constant) costs applies only to a short period.. Nothing 
can remain fixed for a long time. In the long run, the staff would 
change; amount of capital invested would be different, the dimen- 
sions of the factory too will change and so on. Hence “in the very 
long run, all costa are variable or prime.” 1 

» 

In the long run both the prime and the supplementary costs of pro- 
duction have to be met out of the sale proceeds of the commodity produced, 
sugar in our example. But in some cases the actual price charged 
may he such as to meet only the prime costs and a very small por- 
tion of the supplementary costa of production. In such cases 
the price is below the total cost of production. Such occasions are 
given below. 

5. When Price May be Lower Than the Costs of Production. 

(1) During a trade depression price may fall so low that a producer is 
unable to meet his cost of production. He has two alternatives in 
such a case. Either he should stop production altogether and wait 
for the time when condition of the market is more favourable. But 
ho might lose altogether his hold on the market if he adopts this 
course. The second alternative is to go on producing his commodity 
so long as he can meet the prime costs an'd a small portion of his 
supplementary costs, however small. If he stops production he will 
have to incur his supplementary costs in any case. It will be io his 
'advantage, therefore (unless he wants toiretire from business alto- 
gether), to adopt the second alternative. This course, however,’ can 
be followed only on the assumption that depression will not last too 
long. 

(2) In the case of fixed and specialised capital being used in a 
business it- may pay the producer to continue with his old capital, 
even * if he does not recover his total Costs of production. This is so 
because if he sells out his old fixed capital and installs more up-to-' 


1. Bonham — Economies, 1940, p. 181. - - 
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date machinery his loss on the old capital may not be covered by 
increased profits from the new capital. 

(3) Dumping. It may pay* a producer to produoe on a very 
large scale in ordfer to reduce his costs of production, sell a part of 
it in the home market at usual prioes, while selling the surplus in 
foreign markets below the cost of production. This is called dump- 
ing. What the producer los'es abroad, he gains by charging higher 
prices at home. But sinoe cos£ of production for the higher 
amount is very much less he is able to earn profits at home even at 
moderate prices. 

(4) Foreign Competition. \ A producer may charge prices below 
his cost of production in order to kill foreign competition. After 
such competition has disappeared he raises his price again and thuB 
covers earlier losses. 

These are, however, all temporary contingencies. Ultimately 
the price must be high enough to cover the cost of production of the 
commodity concerned including both the - prime and the supple- 
mentary costs. 

There are all sorts of producing units supplying the same market, 
whose cost of production must be covered. Presumably, they are 
not all producing at the same cost of production. Further, even 
the same producing unit or firm does not produce all the units of 
production at the same cost. Coat of production of which unit should 
be covered by the price ? Price in the long run must cover the margi- 
nal cost of production. Let us now consider this. 

6. Marginal Cost of Production. The term marginal cost 
often causes confusion in the minds of students of Economics and 
requires a careful understanding. Marginal cost of production may 
mean : 

(i) Cost of production per unit of the marginal firm ; or ( 

. («) Cost of production per unit of the marginal output. 

* Let us explain these two meanings. 

(i) Marginal fir\n is the least efficient of all existing firms , its 
ex penses of productio n..,ar9jbhe_highegt.per.unit, audit is just able, 
to keep its head f above water. If the price in the market were to 
fall but slightly, it will go under, because at the prevailing price it 
is just remunerated for its expenses of production, earning no extra- 
ordinary profit but just the normal average profit. If there are 
three cycle manufacturers A, B, C, serving'the market and have 
their cost of production per cycle respectively, as Rs. 125, R 3 . 14t| 
and Rs, 150, then C, with its highest cost Rs. 150, is the Marginal 
Firm. / 

Marginal cost of production , in one sense, means the cost of produc - 
lion p^r unit of the marginal firm like the one described above. 

-But the marginal firm may not always be one working under 
' ths least advantageous conditions. The essential point about the 
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margin is the relation between the price and the output. When 
the price falls output will have to be decreased. Some firm may 
think it worth while to divert its labour and capital to some other 
industries. This will be marginal firm but is it sure that it will be 
the least efficient one? Rather it may be the one manage i by 
superior entrepreneur who, looking more clearly than others at the 
signs of the time, may decide to quit. The firm which is on the 
margin of doubt whether to continue or quit is the marginal firm.' 

The traditional view of the marginal firm presupposes the 
existence of firms of varying efficiency. But the margin will 
be still there even if all firms were of the same efficiency. In case 01 
contraction of supply, the output lost will be the marginal output. 
It'may not be of any particular firm but distributed by agreement 
among all firms. 

(it) Marginal output. As a business expands and increases its 
output the Law of Diminishing Returns may operate and costs [may 
rise. But the entrepreneur will go on increasing, successively, his 
output till tLe extra income that he gets is equal to the extra expense 
that he incurs. The last addition to the output is called the marginal 
output. The cost of production per unit of the marginal output is the 
second sense in which the term marginal cost of production is used . If 
a farmer is intensively cultivating his land he may raise the first 
100 mds. of wheat at Bs. 3 per md., find unit of 100 mds. at Rs. 5 
and the third at Rs. 7 per md. which is the cost per unit of the mar- 
ginal output (i e., the Last 100 mds. of wheat raised). This is the mar- 
ginal cost of production. Marginal cost of production has also been 
defined as the addition to the variable cost associated with a small 
increase in output. 1 

It will be clear that the fixed or supplementary costs do not 
form part of the marginal cost in the short period. They have to be 
paid out whatever the output. They do not vary with tbe output. 
A producer will go on producing more till the price is greater than 
the additional (i.e., marginal) cost of producing another unit. But 
longer the period the greater will be the number of cost items out of 
the supplementary list which must form part of the marginal cost. 

7. Importance of the Margin. The concept of the margin, 
however, has a very great importance in economic theory. Its 
importance lies in that ‘it is only at the margin that any of those 
shiftings can occur by which the changed relations of demand and 
supply manifest themselves. It is at the margin that business 
failures and bankruptcies occur and financial ruins ate registered, 
and it is at the margin again that new firms and enterprises take 

their rise. Substitution also takes place at the margin Decisions 

as to the distribution of means between gratification of different 
wantff in premitive society, the distribution of income among 
alternative objects of consumption in a money economy 
and also the distribution of money as between present 
and future uses are all taken at the margin.’ In the words 
ofWicksteed, “ everywhere hath she (margin) sway ; there is her 

U Benhnm— Economics, 1043, p. 22L “ 
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imperial throne. It is there that the direction of human efforts is 
put bo economic tests and thence that sign >ls are flashed back' all 
aloftg the line, stimulating and checking tfie distribution of resources 
at every point of division." The concopt of the margin is of special ~ 
importance in relation to output. It is the determining factor in 
fixing the size of the output. In deciding how much to produce "the 
producer does not oonsider the average cost of production but the 
marginal cost of production. It is more important for him to con- 
sider how much more he will have to spend if he increases the output 
and ho will compare this additional expense with t! o anticipated 
additional income from that extra output. The rule which will 
guide him is the equating of the marginal cists with marginal 
revenue or the price. Every firm producing under competition, 
will have the same marginal cost because price is the same for all. 
The inefficient firms will stop producing earlier, for .their marginal 
cost will soon overtake price whereas the efficient ones will have a 
larger output and then their marginal cost will come up to the price. 
Temporarily, however, in the circumstances mentioned above, a firm 
may produce even if the price is less than the marginal cost. The 
entrepreneur is prepared to suffer a loss in the hope of better days 
when price will rise and he may be able to make good the loss. 

> 8. The Optimum Firm. The optimum firm is a firm which 
has the most efficient continuation of the various factors of production . 
From the point, of view of the entrepreneur it produces at the 
minimum average cost per unit. Its size is such that a little en- 
largement or a little curtailment would tend to lower its efficiency 
or, in other words, iuoreaso the cost per unit. Uuder perfect com- 
petition every firm tries to attain the optimum size because such a 
size yields maximum profits to the entrepreneur. 

It should be remombered that the optimum is not a fixed point. 
Like the optimum size of the population it is a relative not an abso- 
lute concopt. It may be different with different sets of resources, 
changing with every modification in one or more of such factors. 
Improvements in technique, in the art of marketing, ‘better facilities 
for acquisition of capital may increase the size of the optimum unit. 
Any difficulties in commanding one or more types of resources, on 
the other hand, may make the optimum move in the reverse direction. 

Wo have seen above that under competition every producer 
tends to expand his output up - to the point at which his marginal 
cost equals l he price. The volume of output thus produced is called 
the optimum output, because it yields maximum profits to the pro- 
ducer. Under conditions of perfect competition, therefore, every firm 
tries to achieve the - optimum size by producing the optimum 
output. But this does not mean that it aotually achievos this sizo. 
The degree of its approach to the optimum sizo will depend upon 
the nature of its business. An optimum size with respect to one 
set of resources may not be the optimum with respect to others. 
For instance, from the point of view of direction a bigger size may 
be the most efficient, but from the point of view of the teohniquo 
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of production a smaller siro may yield best results. To meet this 
difficulty sometimes sevoral complete units of production nro put 
under one direction. In the opposite case several indonondently 
directed units may contribute to the production of a single commo- 
dity. For instance in tho engineering industries the optimum from 
the point of view of technology is larger than from that of direction. 
Some intermediate processes nro in such cases handed overdo inde 
pendent firms of small size But tho same business may subdivide 
and schedule its process at different places according to the con- 
veniences of raw material and transport For instance, Morris 
Motors nro assembled from parts made by branches of the firm 
located at several places. 

9. Optimum Firm Versus Marshall’s Representative Firm. 
It has been claimed that the concept of tho optimum firm is superior 
to that of Marshall’s Representative firm for explanation of value. 
In the words of Marshall the Representative Firm is a firm 
which “ must be one which has had a fairly long life, and fair 
success, which is managed by a person with normal ability, and 
which has normal access to the economies, external and internal, 
which belong to that aggregate volume of production, account being 
taken of the class of goods produced, the conditions of marketing 
them and the economic environment.” 1 Thus such a firm is -neither 
too well-managed nor too badly managed ; is neither very now nor 
very old ; and enjoys modoratc economies of largo scale production. 
In a word it represents its class ns a typical firm. It is tho marginal 
cost of production of such a firm to which, according to 'Marshall, 
price approximates in tho long run. Firms that cannot sell at such 
a price sooner or later have to clo<=e down. Those which can just 
manage to sell at this price are marginal firms for such an industry. 
According to this view, therefore, normal price tends to equal tho 
margina cost of production of the average or Representative Firm. 

More recent economic analysis rejects Marshall’s concept. It is 
argued that tho conception of the *' representative firm ” like that of 
iticardos 'economic man" is too abstract and static to .have much 
ft Industrial conditions being essentially dynamic, 

. .. e c * . would be impossible m practice to locate the represen- 

r,rtu° T> rm m any industr T- Lionel Robbins thinks that tho concept 
oi tno Representative Firm is unnecessary. He says : “There is no 

neCCl lv. r US nss j lrc a representative firm, or a representative 
f'j ucer ' than there is for us to assume a representative piece of 
land^ a representative machine, or a representative worker.” 1 
a ii ? ,, ”r LT f on the other hand, it a concrete possibility : 

.... 16 uni1, 8170 which conscious direction and the forces of con- 
J'- 1 ! on com pel ell firms to attempt to approaoh, who wish to sur- 
vive in the struggle for existence.” 3 • 

r^ 10 \oF Or tb a 0ptimu ™ Fir m Average Cost Equals Marginal 
wost; yvhenafirm reaches the optimum size its marginal co 3 t 
an ^ its average cost become equalised. This is a mathematical 
ism and can bo illustrated by a simple example. Suppose a 
postm an on his roundsof duty has a walking average of 15 miles a 

‘ £ rina ‘P 1 2? of Economics, 8th Ed. p 317. 2 I. Bobbins — “Ihs 

itepiesentatuo Firm Economic Journal, Sept. 1928, p 393. 

3 Briggs and Jordan-Test Book of Economics, p 221. 
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day. If by. going round an additional day his average is reduced it 
means ho has done less than 15 miles that day, if it is increased he 
has done more than 15 miles and if he maintains the same average 
he has-done esactly 15 miles on the additional day.. In the same 
way let us suppose the average cost per unit of a producer is 
15. If by producing another unit his average cost is reduced the addi- 
tional unit or tire marginal units must-, have cost him more than 
Rs. 15. If the production of the additional unit raises his 
average co t, the marginal unit must have cost him less than Rs. 15. 
And finally, if his average cost remains unchanged the marginal unit 
must have cost him exactly Rs. 15. In other words, in the third 
case, hie marginal cb3t and average cost are equal. Now the size , 
of a firm is optimum when its average cost has stopped falling and 
has not yet started to rise. In other words, when the marginal cost 
neither raises nor lowers the average cost (i9 eqaal to tfie average cost) 
the firm is of optimum size. This is the same thing as to say that 
for the optimum firm the marginal cost is equal to the average cost. 

Hi Optimum Firm in Relation to Laws of Return. We have 
seen above the fact that when a firm has reached itB optimum size 
its marginal cost equals its average cost. Since its average cost 
remains constant its marginal cost is also constant. Thus to an 
optimum firm the Law of Constant Returns applies. It produces its 
additional units at a uniform cost per unit whether conceived, as 
average costs or as marginal costs. 

If the size of the firm is smaller than the optimum, or in other 
words, if its expansion leads, towards the optimum point, every, 
additional unit will bo produced at a falling cost. Since the mar- 
ginal cost will.be falling its average cost also must tall. In other 
words such a firm will obey the law of Increasing Returns. 

If the size of the firm has passed the optimum size, in other 
words, if its expansion leads away from the optimum point, every 
additional unit will be produced at a rising cost. Since the marginal 
cost will be rising, its overage cost will also be rising. In other 
words, such a firm will be obeying the Law of Diminishing Returns. 

We have already seen in the Department of Production that the 
Law of Diminishing Returns is a matter of defective proportions of 
factors combined for production. If the factors aTe combined in 
proper proportions the tendency to diminishing returns disappears. 
Under perfect competition factors are perfectly mobile, therefore, 
a combination tends to take place which givesdhe ,lowest cost per 
unit under the given conditions. The unit of production, in other 
words, tends to become of optimum size. In the actual world 
competition is not peifect, hence in spite, of all efforts the, best 
combination of factors may not be possible.. This may either be due 
to the difficulty of moving factors from one use to another or the 
fact of a high degree of scarcity of a particular factor, e. g., land, 
which cannot be increased. In such cases , the Law of Diminishing 
Returns is inevitable. • 

The Law of Increasing Returns may be due either because, to 
begin with, the size of the firm is too small and hence as the size 
grows economies of large scale production are available. . 'Or certain 
indivisible factor or equipment is.being -used" (expensive management. 
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expensive machinery, etc.) and further units can be produced at a 
less than proportionate increase in costs. This applies to firms or 
maustnes m which the supplementary cost 3 forma high proportion 
of tho total costs. * b 1 1 \ 

Thus both the laws, that of Increasing and of Diminishing Re- 
urns, arc the result of two set* of circumstances {*} tho matter of 
proper proportions ; and (ti) the inntler of size. In many eases these 
circumstances arc interdependent. Let us take a concrete exam pi o. 

“ 3 8ll Ppose » factory is installed to produco sugar with very 
uShzed.n - on’n enS1V ° ™ nc ]? iner J’- Sup pose tho machfnery is best 
the siurnr h,’’ 00 m f un .f 3 °, f 811 2 nr were produced in a year. Suppose 
If therefom iI , .« a “ tUa r*T bom ~ P roduced is - sa y» 10,000 maunds. 
ns well as m-fr • 8, i° ° f ! 16 ° 1 l | t I ,ufc 18 increased, average cost per unit 
machLfn-“mf’ a, r ?^ V ] 8° down 8 i',cc the expense 1 of the 
mill CO on nnt.f^ d,St r butcd over a lar s er number of units. This 
maunds Unt fl!' 6 * ° U | "! , produced is tho optimum, i.e., 15,000 
The oostnsr unir afc ..] ,omt ibe Law of Increasing Returns will apply, 
indivhible factor A g0 f, 0 ™ P artl - V becau3 ° of tho use of the 

which wo have studied olsc where* 11130 ° th ° r Cconora!es of scale 

and avora^o^cof^TC'Il'/'cf r( ' a (- b i'i' d ^ °P tbnum R >zo both marginal cost 
-constant returns m | t0p fa ., ,n 1 s . and wil1 becomo equal. For a time 

ofthefMtoTSlS fi dht?Tf 8 ^ aifurlhcr - Theidcal Proportion 

too Unwieldy to ™ ' F ° r instancc >. » may become 

deficient, etc ^ Once the nr-." 6 ’ r° r . raw t materials may become 
equilibrium position snm<T ' r I ’ orions have been disturbed from their 
others. All factors* wdTn ^ W 11 bocome Rca rce relative to 


Returns will set in Wo mn^ •* f n °° tl0 . Law of Diminishing 
has passed the ontimnm . Y dthor say that the size of tho firm 
therefore defective nmnnw- ° r cer *‘ a ' n Actors fail to increaso, 
must bo decreased arnfftin r m° nS bflVC rcs . ube d. Either the size 

scarce factors must bo iLre^edToThT P ° int re ’ estab,ishcd or tho 
size is achieved. If ,> ,v S * F 0 tbat a new optimum at a larger 
Diminishing Returns will ™ n ?* possible to do either, the Law of 
happens that neither can f , ! ’ 0rttte ' tbe real world it frequently 
relatively less search fnrin scar0B factor be Increased nor can the 
This may be due to tl. n i r ,. In0 J cd out °f tb ° firm or industry, 
scarcity of n factor like> P er P ect competition or absolute 

Benhnm— Economics. 61118 ° f 
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CHAPTER XX 

THE THEORY OF FORMAL PRICE 

1. Introduction. In the last chapter we have explained what 
is meant by the cost of production. We analysed such a cost in its 
component parts. We conceived of what is called the marginal cost 
of production and tried to explain the marginal cost with reference 
to the various conceptions of the producing unit or the firm, i.e., 
whether marginal, representative or optimum firm. Our next task 
is to study the relation between the marginal cost of production and 
' value. In what sense marginal costs may he said to determine normal 
price.? 

. 2. Price in Relation to Marginal Cost. We have already 
seen that so far as any individual firm is concerned since its output 
formB an insignificant jiroportion of the total output, it can expand 
its output without appreciably affecting price. Price, however, is 
affected if a large number of firms increase or decrease their output 
or if new firms come into the industry or old firmB move out of it. 
An individual firm, however, adjusts its output to the prevailing market 
price. It produces an amount for which its marginal cost of production 
is equal to the price. 

In the words of Denham, “ An increase in the output of a firm 
under perfect competition will not perceptibly reduce the price of 
its product. Its receipts will be increased by the full (present) 
selling price of tho additional output. The marginal revenue from 
an extra unit will be the full price of that unit, so that the 
rule, that an entrepreneur will equate marginal cost and 
marginal 'revenue means that he will equate marginal cost and 
price. Every firm will, tend to produce that output for which' 
marginal cost equals price. Differences in efficiency between 
firms will show themselves , not in differences in marginal costs 
hut in differences in output .” 1 

When competition is perfect each firm tends to he of 
tho optimum size. The price that prevails in the long run, therefore, 
must be high enough to cover the average cost of production of the 
optimum firm. We have seen, ini the previous chapter, that for. 
such a firm average cost is equal to the marginal cost. 



The forces of competition thus tend to establish a price which 
covers the cost of production (marginal-average) of the optimum 
firm. If the market price rises above tho average cost of the opti- 
mum 'firm and stays there long enough, the firms in .the industry 
will be able to make higher profits by producing the output near 
their optimum output and selling it at a higher price. As a result 
new firms 'will be attracted to'the industry, the total output will in- 
crease and the price will fall to the level of the cost of the optimum 
firm. In the opposite case if the market price falls below the cost 
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•>f the optimum firm, no firm in the industry will bo able to 
cover its costs. Some firms would leave the industry, the total out- 
put will be reduced, until the price will rise to it lovol high enough 
to cover the cost of production of the optimum firm. Under perfect 
competition, therefore, Vie price offered for a connrod'tij tends to 
equal tie aicraqr ( and marginal) cost of production oj the optimum 
fhm In the long period both prime and supplementary 
costs must be covered. But during tho short period, prime 
costs are more important and fixed or supplementary costs do not 
•mter marginal cost. Longer the period, the larger the number 
of items which will enter the marginal cost. 

In case of imperfect competition or monopoly, the price will 
exceed the maicinal costs He will not increase his output unless 
the additional (marginal) cost is less than the price. 

3. Does Marginal Cost Determine Price - But to say that 
price equal' rite marginal or average cost of production of the opti- 
mum film- d ies not mean that it is " dctei mined” by such cost in 
the sense of causing it to be what it is. 


When wo say that price is normally determined by cost of 
production we mean that the costs include normal profit. But profit 
vanes w,th variation xn price. Hence a change in price affects costs 
by attccting its pne component, :i:., profit. 

i (-■ Fu , rther > cost s cannot determine price of xrreproducible commo- 
dities, ^ecause such commodities have no costs. 

Take another clement of costs say wages. If wages xise, costs 
nse and prices mu»t rise. But if prices rise, because the demand 
for the Lommodtty has increased, wages will a’so rise It is thus 

nnt ca *u° and c ? ect but of mutual causation. One does 

not determine the other. In fact, costs no more "determine” the 

Ah ,,nc5s ^ C f ro , tS a tila ° tbe httcr d <^mine the former. 
iL’I rlr interdependent. ’» Cost is nothing else but a sum 

eommodVrics. rnCeS ° fVanOUSfactoreUSedin tbe production of the 


whethw'pnV^fs de^ermrnpP) t ^ C * e i- TraS a CODS * dera ble controversy 
dlassical School of British ^ utlbt ? or cost of production. The 
that cost of uMdnSoi -following Adam Smith believed 

Sv4HnGL P fcBrZ n oi et€m,n ^ d Vft!ue - Lat « in the century 
Dtditv Theo-v nf -rnlr. d ® om o Continental economists evolved a 

SKTtffaS £ jss, Sr^Sjisy 1 s ^r ° f b sf 

mftoTatr xtL M ^alVs Theory before eon! - 

'much of what he wJje s t'.Uholds th^field ”7 ? ir ?P ortant , beca,,8e 

S* ?mi2nt EnghSh ' SPeaking 

tm^JIanyemment economists still adhere to Marshall’s position. 
I. Banian. — Economics (1940) p ~isi. — — — — - 
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4. Marshall’s Theory of Value. Marshall gives equal impor- 
tance to cost of production and marginal utility in the determination 
of value. His famous analogy of a pair of scissors may be quoted : 
“We might as reasonably dispute whether it is the upper or the 
under blade of a pair of scissors that cuts a piece of paper, as whether 
value is governed by utility or cost of production. It is true that 
when one blades is held still, and the cutting is effected by moving 
the other, we may say with carelesB brevity that the cutting is done 
by the second, but the statement is not strictly accurate, and is to 
be excused only so long as it claims to be merely a popular and not 
a strictly scientific account of what happens,” 1 

5. Importance of Time Element. The relative importance of 
these two influences, however, differ with time. “As a general rule,” 
says Marshall, “the shorter the period which we are considering the 
greater must bo the Share of our attention which is given to the 
influence of demand on value ; and the longer the period the moro 
important will be the influence of cost of production on vahyo. The 
actual value, at any time, the market value, as it is often called, is 
often more influenced by passing events and by causes whose action 
is fitful and shortlived, than by those which work persistently. But 
in the long periods these fitful and irregular causes in large measure 
efface one another’s influence ; so that in the long run persistent 
oauses dominate value completely. Even the most persistent causes 
are, however, liable to change. For the whole structure of produc- 
tion is modified and the , relative - costs of production of different 
things are permanently altered, from one generation to another,” 5 
Changes occur both in conditions of demand and supply over a 
period of time. 

Thus Marshall gives great importance to the cle.mc.nl of time, in 
the determination of value. He sums up his position in the follow- 
ing words : “Four classes stand out. In each price is governed by 
the relations between demand and supply. As regards market prices, 
supply is taken toucan the stock of the commodity in question 
which is on hand, or at all events “in sight”. As regards normal 
prices, when the term normal is taken to relate to short periods of 
a few months or a year, supply means broadly what can bo produced 
for the price in question with tho existing stock of plant, personal 
and impersonal in the given time. As regards normal prices, when the 
term normal is to refer to lontf periods of several years, supply means 
what can be produced by plant which itself can be remuneratively 
produced and applied within the given time ; while lastly there aro 
very gradual or secular movements of normal price, caused by the 
^gradual growth of knowledge, 'of population and of capital' and the 
changing conditions of demand and supply from one generation to 
Another.’"’ 

6. A Concrete Illustration. Lot. us further explain Marshall’s 
Theory of Normal Price by an illustration. Take the cas e of a com- 

I. Marshal, op. cifc., p. 348. 
i 2. Ibid.,pp. 349-50, 

8. Ibid, pp. 378*79. - , 
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say ™ di eetB - Suppose at a particular time due to the 
supply and demand the markot price 
of radio sets is indicated by PM in the diagram given below 



(=oS)the%^ c«rve, giving PM 

dotted curve D'DMn ™ is sh °wn by the 

wiU be P' M' (OO') which is highe? (bvVo'fthkn < :? u,l,bn ' uin P ric ® 
the nse in demand is due to temnnran. th n tIle old P nce - 31 
after a short time and the old price PM will be rre^tebhshe'd 3 ^ 641 ’ 
But suppose the rise in j - 

happen to the market price in thWwT ’ 8 P™nent. What will 
will be the normal price ? The nnrr>f f™-' ot ^ er words what 
marginal cost of production of thp 1=™ & P nc ? depend upon the 
to take advantage of the Wr /f T pl £ * hat wi!l co ™ forth 

?°“ e ^e factors of production P roflte -' For 

industry will be worked under * h * arC a,read - y in the radio 
neighbouring industries or similar Miistr - pre !f. a ^ e ’ or factors from 
radio industry. If these fmtors -fr^ T . be attracted to the 
™ a y 8° a P for a time. The price that -Jin 6 e ®°? ent > marginal costs 
is called the subnormal price. This is th ^f CVad dn ring this stage 
and stands midway between the market ® ^ hort "P® riod norma] price 
or real normal price. market pnce and the long-period 

will move into the radioTndnrt^ ^Ne’wTT factcrs of Production 
this work. New capital win fiSnveSmen a ^ U i^ H - be trained for 
what terms axe these factors attlaSd* Th“ ^ mdlmt p r ’ etc - On 
these factors of production must be met i n T +k CO , 8fc of Production of 
now will mean what can be supnlied^fWi th v , Iong run - Supply 
of production. The emergency arrancpmprJf 6 ^i? tbese factor's 
permanent arrangements for the newfnnnt J* ''mu DOTr g!ve P lace <*> 

supply. The new supply price 
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will depend upon the way the marginal cost of production behaves 
in the industry concerned. 

In the radio industry, most probably the marginal costs per 
unit will fall as greater volumfe of radio sets have to be produced. 
This is because such an industry is likely to obey the Law of Increas- 
ing Returns. In the case of an industry which obeys the Law of i 
Diminishing Returns the marginal cost and hence the long-period 
supply price will tend to rise. If the tendenoy towards Diminishing 
Returns is exactly balanced by other factors which tend towards 
Increasing Returns the industry may be said to obey the Law of 
Constant Returns. In other words, marginal cost or long-period 
supply price and hence normal price will tend to return to its old 
level that is the level at which it stood before the rhe in demand 
occurred. 

The same reasoning will apply if we assume a fall in demand for 
a sufficiently long period to allow forces on the side of supply to 
adjust themselves to the changed conditions. Normal price, will be 
higher, lower or it will rimain the same according as the industry obeys 
the Law of Increasing , Diminishing or Constant Returns, respectively. 

7. Marshall’s View of Marginal Costs Determining Price. 

Thus according to Marshall, normal price is determined by the 
marginal cost of production of the commodity concerned. Marginal 
cost is here conceived of in two ways.' (1) It is the average cost of 
production of the marginal firm or (in agriculture) marginal farm, 
(2) or the marginal cost of production of the Representative firm. 
In agriculture or industries which produce larger output in accord- 
ance with the Law of Diminishing Returns the concept of the 
marginal farm or the marginal firm, as the case may be, is used. It 
is the firm or the farm, the output of which is necessary to meet* the 
market demand. Its cost of production must be met. This producing 
unit has the highest cost of production among those supplying 
the same market. If the price falls a little, or cost of production 
rises a little, such a firm cannot continue to produce. If its product 
has to form a part of the supply to meet the existing demand, the 
price must be high enough to meet its costs of production, including 
normal profits. 

When dealing with industries that obey the Law ef Increasing 
Returns Marshall uses the concept of the Representative firm as ex- 
plained earlier. The marginal costs of production of such a firm 
must be met. Once the price is determined by this marginal cost 
other firms increase their output to equate their marginal costs to " 
this price. 

‘ ’ 8. Does the Price Actually Coincide With the Marginal Cost ? 

Very seldom. They only tend to coincide in the long run but 
actually do not. What tends to happen in the long run may actually 
never happen. As Prof. Brij Narain says, “ I may be ever tending to 
grow wiser and wiser, and yet remain a fool to the end of my days.” 
The reason is that in order to equalise marginal cost with the price 
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the output will hare to be increased , by infinitesimally small incre- 
ments which in actual practice is not possible. Actually 'the output 

is increased in fairly large units and few manufacturers make fane 
calculations for equalising marginal cost and price in order to satisfy 
the dictates of economic theory. " Price is commonly such that 
from ten to fifteen per cent of the output is produced at greater cost 
and the rest at less.” 1 

Further the world is dynamic and not stationary ; changes in 
technique are constantly taking place. The position as regards both 
demand and supply i c constantly shifting. In these circumstances it 
is futile to expect that_ price and marginal cost will ever attain a 
position of equality. 

Also, price itself enters into the cost. How can the two be equalis- 
ed ? Value of the service of the fixed plant has to be ascertained in 
order to calculate the cost. But this depends on the expected price 
of the product that the plant produces. “ Much of what is usually 
termed cost of production is not really cost element that iB given 
independently of the price of the product but a quasi-rent, or a 
depreciation quota which has to be allowed on a capitalised value 
of expected quasi-rents, and is therefore dependent on the prices 
which are expected to prevail.” 2 

9. Does the Marginal Unit Govern Price 1 It is not true to say 
from scientific point of view, that the utility of the marginal unit 
determines or governs value. Mfirgin is not the cause of value but 
itself, together with value, is caused or determined by the inter- 
action of the forces of demand and supply. _ In the 
words of Marshall, “ Marginal uses and costs do not govern 
value, but are governed together with value by the general relations 
of demand and supply. Marginal uses indicate but do not govern 
value.” 3 If the demand for a commodity increases, the position of 
the margin will itself be shifted. Similarly, a change in supply will 
move the margin and make a difference in the marginal costs. Price 
is really determined by the equilibrium between aggregate demand 
and aggregate supply and not by either the utility of the marginal 
unit or the cost of production of the marginal unit. 

However, as the marginal unit forms 7 a part of the aggregate 
supply, it does exert some, not the sole, influence <fn value. If it 
were not there, value would he different. 

10- Average Cost and Price- Price in the long run approxi- 
mates to marginal cost and not average cost. The two costs do not 
uccessarily coincide. There is, however, a tendency for the average 
and marginal costs to coincide. For example, if the marginal cost is 
higher than the average cost, then the entrepreneur’s profit is high 
on average, because the price, 'which coincides with marginal cost, °is 

1. The Trend of Economics edited bv Tiigwoll, p. 77. ~~ 

2 Hayok— Collectivist Eeonouic Planning, pp. 226-27 quotod bv Brii 
Nu rain in his Principles, p. 147. " • 

3. Principles, p. 4X0. . 
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higher than the average cost! The entrepreneur -will bo tempted to 
produce more. The additional output will be secured'at a higher aver- 
age cost. ' Production will continue to increase till the average cost 
has caught up the marginal cost. In case the average cost is higher 
than the marginal cost (or price) the entrepreneur is losing. He 
will curtail production which will result in lowering of the average 
cost. The two will ultimately tend to coincide. 

11. Recent View. Let us see in what respects recent economic 
analysis differs from Marshall's regarding- the relation .between 
marginal cost and normal price, under conditions of perfect compe- 
tition. 

Marshall gives two conceptions of marginal cost of production, 
i. e., average cost of the marginal firm ond?marginal cost of produc- 
tion of the average or representative firm. "Tho former is applied to 
industries obeying the Law of Diminishing Returns and the latter 
to thoso obeying the Law of Increasing Returns. ,Marshall makes 
the marginal firm a firm producing at the highest average cost. Tho 
marginal cost of production of Marshall’s representative firm is also 
tho cost of the units produced under the least advantage, compared 
with the cost of units produced before the margin is reached. Recent 
analysis conceives of the marginal cost as tho cost per unit of tho 
optimum firm, i.e., a firm which is producing under the most favour- 
able circumstances. We have already seen why the concept of the 
optimum firm is superior to Marshall’s representative firm. 

From the point of view of normal value Marshallian view 
divides industries into different categories according to tho laws of 
production which they obey. There are, for example, industries 
which are subject to the Law of Diminishing Returns and thoso 
which conform to the Law of Increasing Returns. In the formfcr 
case normal value equals the cost of production of tho marginal firm 
and in the latter caso that of the representative firm. But 
modem analysis does not classify firms of an industry into different 
categories according to tho laws of production to which they con- 
form. The laws of production are conceived of as matters of 
proportions of combinations of faotors of production. They may 
form different stages in the evolution of the same firm. Under 
perfect competition all firms tend to become optimum firms produc- 
ing at a uniform marginal and average cost. " It is, however, agreed 
that the optimum is not a fixed point. It ohanges with changes in 
the technique of production and organization. 

Disagreement with Marshall’s Theory, however, does not end 
here. When we go behind the ‘money’ cost of production and 
investigate the forces acting behind such costs, the new analysis 
fundamentally differs from Marshall’s and that of the English Classi- 
cal School. Marshall, as well as his predecessors of, the cost of 
production theory, agree that money cost of production do not fully 
explain v^iue. Behind money costs are real costs. These real costs 
arc variously conceived of aB (i) Painful efforts and sacrifices of 
workers, i. c„ the Labour Theory of value ; {it) Painful efforts and 
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sacrifices of workers along with sacrifice of waiting, i. e., Cost of Pro- 
duction Theory, But recently the real cost of production is conceived 
of as the nest best alternative use forgone, i. e., Opportunity Cost. 
It explains cost of production in terms of utility. This is the 
Marginal Utility Theory of value. The latest trend among econo- ' 
mists is towards the acceptance of this last theory. In the next 
chapter all these theories are considered in their historical order. 
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CHAPTER XXI 

REAL COST IN RELATION TO VALUE 

1. Introduction., In the last two chapters cost of production 
was taken to mean money cost of production or expenses of. produc- 
tion as they are called. These expenses are extremely important 
from the point of view of the producer. The price of the product, 
in the long run, must cover the expenses, inclusive of normal profits, 
otherwise ’production under the system of private enterprise 
(capitalism) cannot continue. 

But from the point of view of the community as a whole money 
costs do nob.tell the whole story. Money is after all only a measure 
of value. 

From the Society’s point of view it is the real cost which is more 
important. Beal cost means the exertions and the sacrifices which 
various members of the society have to undergo to 'produce a 
commodity. The workers have to put in effort, the capitalists have 
to save and wait for the reward and the ‘ landlords have to forgo 
.the use of their property ; only thus production machinery can be 
set in motion. The production of a commodity, therefore, entails 
various types of efforts and sacrifices and they constitute the real 
cost pf production. 

Money cost .and the Beal cost do not coincide. It is very seldom 
that the real cost of a commodity may be equal to the money cost. 
As Marshall puts it, "If the purchasing power o£ money in terms of 
effort has remained about constant, and if ,the rate of remuneration 
for waiting has remained about constant, then the money measure of 
costs corresponds to real costs ; but such a correspondence is never 
to be assumed lightly. >n Thus there is very little connection be- 
tween money costs and real costs. The two can never be equal in 
a world of change, as our world is, whether we consider _ the long 
period or the short period. The value of land depends on scarcity.. 
The question of cost in terms of efforts and sacrifice does not arise.' 
The earnings of cinema stars, professors, coolies, sweepers, peasants 
and business men, etc., seldom correspond to the respective efforts and 
sacrifices undergone by each class. 

Usually cost means money cost. But Money costs ulti- 
mately are nothing else but prices that the producer 
has to pay for the various agents of production which he 
brings together to set the process of production in motion. We, 
therefore, cannot explain one set of prices in terms of another set 
of prices. Several attempts have been made to get out of this 
- difficulty. Some have made labour as the ultimate measure and 
determinant of value ; others have included labour with waiting 
(i.e., capital). More recently utility has been made to explain 

L Marshall — Principles of Economics, p. 360. " ■ 
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short-period as well ns long-period value. There are thus three 
theories of valuo bn^d on them < bran view* respectively (1) Labour 
Theory of Value, (2) Cost of pr'dueHon Theorr of Value an d(,’f) 
Marginal Utility Theory of Value. Marshall’s position is midway 
between the Cost of Production Theory and Marginal Utility 
Theory. In this synthesis, howover, his ideas of cot of production 
are merely an elaboration of the conception of the co«t of p'odurtion 
held by those, like Mill, who explained value in terms ofcilorta 
and sacrifices.” 

2. Labour Theory of Value. The Labour Theory is associated 
with the names of Adam Smith, Ricardo and Karl Marx. Before 
Adnm Smith, Petty and Locke nl°o had regarded labour as tho 
source of amino. 

Adam Smith recorded labour ns the ultimate ntnndnrd of valuo. 
“Tho real price of everything, what everything really co=t to the 
man who wants to acquire it,” avroto Adam Smith, "is the toil and .. 

trouble of acquiring it what is bought with money or with 

poods is purchased by labour, as much ns svh rt we acquire with toil 
of our own body.” 1 

Smitli, however, believed that only in earlier Etapes of society 
labour formed the basis of exchange valuo. Afterwards since land 
became scarce and capital accumulated, the owners of these also bad 
to bo paid, and labour ceased to be tho only co=l of production. 
Thus he was led to tho Cost of Production Tlieo-y. Ricardo, on the 
other hand, thoupht that even in tho contemporary world value of a 
commodity, or the quantity of any other commodity for which it 
will exchange. depends upon tho relative quantity of labour which is 
necessary for its production. 5 

Ricardo did not ignore land and capital ns r rents of production. 
Tho cost of land, according to his mew, did not count because tho 
price of rrrain was governed by tho cost of production on the poor- 
est land that was under cultivation, whose no rent had to bo paid 
As regards capital it was the result of labour applied in the past. 

- Adnm Smith had admitted that labour varied in qu slity and 
henco^ could not bo compared except in very primitive Focioties 
to which alono according to him the labour theory applied. But 
Ricardo, fiinco Iso believed labour to be the foundation of valuo in 
advanced societies as well, bad to explain this difficulty of compar- 
ing different qualities of labour. Ilis explanation was that these 
differences wore adjusted in the market so that each kind of labour 
got placed in its proper position in tho scale of value and the scale 
onco formed was liable to little variation. "If a day’s labour of a 
working jeweller bo moro valuable than a day’s labour of a common 
labourer,” savs Ricardo, “ it has long been adjusted, and placed in 
its proper position in the scale of value.” But this explanation is 
far from convincing 

A common objeotion against the labour theory is that it does 
not explain tho value of irrepro duoibio good s. To this Ricardo 

5 Vlam Smith — Wealth of Nations : Jtook I, Chapter V. 

2 Principle's of Political Economy anil Taxation m works of David 
Ricardo by McCulloch ,p. 9. 
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replied that •** there are some commodities the value of which is 
determined by scarcity alone itheir value is whojly indepen- 

dent of the quantity of labour originally necessary to produce them, 
and varies with the varying wealth and . inclinations of those who 
are desirous to possess them.” In modern language he meant that 
the marg ina l utilities of the consumers determined the value of such 
goods. . So far he was in agreement with modern thought. But 
this explanation cannot satisfy the critics of the labour theory since 
it proves the inadequacy of this theory, if it proves anything at all. 

3. ' The Socialists and the Labour Theory. The Ricardian 
-theory of value iyid a special appeal to the socialists. Since labour 
was The sole originator of value, but actually wages formed a 
small portion of the total value thus created, it was easy to argue 
that the capitalist, by talcing the lion’s share of the .produce exploit- 
ed the workers. Following Rousseau the socialists Thomson,. 
Gray and Bray -had already developed the theory of capibalistio ex- 
ploitation. liodbertus and Karl Marx made it the oentral feature 
of their work. 

Marx, the’ father ofscientific socialism, gave his views on value m 
his monumental work, Capital, where he made a strong attack on the 
capitalistic system. Marx regarded value as crystallised human 
labour. To him the value of a commodity was trio “ labour time 
socially necessary” ' for its production. This he defined as the 
labour time “ required to produce an article under the normal con- 
ditions of production, and with tho average degree of skill and in- 
tensity prevalent at the time .” 1 

Marx explained capital in the same way as Ricardo had done in 
terms of past labour. As regards differences in quality his view 
was that “ skilled labour- counts only as simple labour intensified.’' A , 
given quantity of skilled labour he considered equal to a greater 
quantity of simple labour. “Experience Bhows,” he -wrote, “that this 
reduction is constantly being made. A commodity may be the 
product of the most skilled labour, bub its value, by equalising it to " 
the product of the simple skilled labour, represents a definite quantity 
of the latter labour alone;” These proportions between skilled and 
unskilled labour are fixed by the force of custom according to Marx. 
Ho attributed the higher value of skilled labour to the fact that such 
labour power costs more time and labour to produce than unskilled 
or simple labour power . 2 

4. Marx’s Theory of Surplus Value and Exploitation. 

From his labour theory Marx developed his theory’ ot Surplus 
Value. He argued thus: For the worker to continue production 
instruments and maintenance are necessary which fie does not possess. • 
He, therefore, sells his labour to the capitalist. For the capitalist 
it is not necessary to pay the worker the full value of what he 


J. Capital : Vol. I, Pt. I, Chap. I, Sec. I, 
2. Ibid. Pt. in, Chap. VII. Seo. 2. 
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competitive equilibrium. Under competition surplus value sho uld 
disappear. In th^ words of Whittaker, “ Under conditions where 
the output of a single firm is small in relation to £he total pro- 
duction of the industry (as was probably the case at the middle 
of the 19th century in the English textile industry from which Marx 
drew many of his examples) any expansions in the output' of one 
firm could have little effect on the market price of the com modity 
produced. The surplus value, per unit of output, therefore, would 
remain virtually unchanged. More units 'being produced, it follows 
that the total surplus value received by the firm would be increased. 
Obviously the firm would be under the inducement to expand its 
output. Not merely one but all firms in the industry would be in 
this position., Yet, if all expand, the market price of the product 
would deoline, causing the surplus value to diminish, and ultimately 
to disappear.” 1 

Thus, Labour Theory of Value, though superficially appearing in 
accordance with the ideas of equity and justice, fails to give an 
adequate explanation of value. 

6. The Cost of Production Theory of Value. It was Cantillon 
who defined value (or intrinsic value as he called it) of a com- 
modity as “ the measure of the quantity of land and labour entering 
into its production, having regard to the fertility or produce of the 
land and to the quality of the labour .” This, however, did ndt 
necessarily coincide with the market value of the commodity 
which depended on demand of the consumers. He believed further 
that given the time, supply adjusted itself to demand. If the com- 
modity was scarce price rose and production expanded. If it was 
plentiful the opposite took place. Thus he laid the foundations 
of the classical theory of value which was further built upon by 
Adam Smith, Senior, and J. S. Mill. 

What Cantillon called intrinsic value Adam Smith called 
“ natural value” and later on Marshall called it normal value. 
The ' natural’ or ‘normal’ value depended upon the cost of produc- 
tion according to the theory under consideration. 

Ricardo explained capital by calling it past-labour. But Senior 
developed the concept of interest as payment for waiting or ab- 
stinence. He argued that abstinence as well as labour was neces- 
sary for production. Abstinence according to him was sacrifice, so 
that real cost of production, which according to him determined 
value, consisted not merely of labour but labour and abstinence. 
Except that he excluded the rent of land as an element of costs, 
Senior’s theory followed Adam Smith closely. He was conscious of 
the fact that since competition is never perfect value coincided with 
the cost of production thus defined only in the long run. 

J. S. Mill while accepting abstinence as an element of cost ela- 
borated the theory further by bringing in the influence of the “laws 
of returns.” Like Senior he also regarded the conformity of value 

- YVhlttakcr : A History of Economic IdeaB, pp. 429-30, 
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to coats as a long rim phenomenon. But Mill changed the basis of 
discussion of costs from real cost3 of labour abstinence to money 
costs. Marshall took over the cost theory of value at this point from 
Mill. 

For Marshall, however, cost of production was only one blade of 
the pair of scissors, the other being marginal utility. Marshall 
attempted to reconcile money costs and real costs by saying that 
while money costs were important from the point of view of the emplo- 
yer, from the point of view of the community real costs (painful efforts 
and sacrifices of waiting) were also fundamental. Moreover, he held 
that if the purchasing power of money, in terms of efforts, has re- 
mained about constant, and if the rate of ^remuneration for waiting 
has remained about constant then the money measure of costs cor- 
responds to the real costs , but he wisely adds “ such correspondence! 
is never to be assumed lightly.” 

We have already noted that the concept of cost of production as 
expenses of the entrepreneur, however useful for purposes of calcu- 
lation, did not explain the problem of value, since it meant explain- 
ing prices of commodities m terms of prices of factors of production. 
Real cost of production in the sense of painful efforts could not be 
added unless converted to money costs. Apart from this difficulty 
of the conception of cost there were other weaknesses of the cost of 
production theory of value. 

7. Criticism of the Cost of Production Theory. The cost of 
production theory does not adequately explain the phenomenon of 
value for the reasons given below : — ' 

(*) The theory does not allow for the misdirected labour and 
capital. A palace may be built in a desert at an enormous cost but 
unless there is demand for it, it will have no value. A patented 
article may meet competition from better substitutes and thus be 
driven out of the market. 1 

(it) Value of a commodity may change after it has been produc- 
ed. A sudden cool shower may depress the price of ice or a heat 
wave may raise it irrespective of the cost of production. In fairness 
to the holders of the theory it may be said that they only explain 
long, term value m terms of costs while market value, they agree, 
fluctuates according to changes in demand. 

(n'i) The theory does not explain scarcity value especially the 
value of irreproducible goods like statues and pictures by old masters, 
etc. The values of these things have no relation to their cost of 
production. 

(in) In some cases it is not possible to determine the cost of 
production of particular goods or services. For example in the case of 
by-products or articles produced jointly like wheat and straw or 
wool and mutton, or the cost of tunning an excursion train. 

(v) Moreover, cost of production varies with different firms and 
for different units in each firm. Which of these costs determine 
value ? 

1. Marshall : Principles of Economics, p. 860. ( 



REAL 'COST IN RELATION TO VALUE 


&71 


The real fact is that value is determined by the relationship 
between scaroity on the one hand and demand on the other. The 
scarcity may be due to high cost of production or it may be duo to 
any other cause. When it is due to high cost of production it mere- 
ly means scarcity of the factors of production in the light of the 
variety of uses or alternative demands calling for their service. Thus 
it is possible to explain cost of production in terms of utilities or 
competing demands for the scarce factors of production. This new 
concept of - costs is associated with the marginal utility theory of 
value. Let us see how this theory was developed. 

8. Cost of Re-production. It is very seldom that the normal 
value of a commodity is equal to the cost of production. In a 
dynamic world where technique is constantly, changing cost of 
production, in the long run/is not likely to have any approximation 
to the cost of production today. Price in the long run, therefore, 
will not have much to do with the cost which has been incurred 
already but it will tend to approximate to the cost which, may have 
to be incurred if the commodity has to be reproduced. Carey has 
therefore, suggested cost of reproduction to take the place of cost 
of production as an explanation of normal value. 

But it does not improve matters. Ab Marshall points' 
out normal cost of production and normal cost of reproduc- 
tion are convertible terms. What would be the cost in the long run 
really means what would havo to bo spent if the commodity has 
to be produced again’ i.e., cost of reproduction. 

Although it may be ooneeded that there is a closer approxima- 
tion between the price and the cost of reproduction than between 
price and cost of production, yet it cannot bo said that cost of re- 
production determines value. All the objections that have been put 
forward against cost’of production of theory may bo repeated here'. 

Coat of reproduction can havo some influence on price if ono 
cam conveniently wait till the commodity can bo reproduced. Till 
the new supplies are forthcoming, price will depend on the intensity 
of demand. - 

There are certain cases when the cost of "reproduction has no- 
thing to do with price. In the words of Marshall, “ there is no 
connection between cost of reproduction and price in the cases of 
food in a beleagured city, of quinine the supply of which has run 
short in a fever- stricken island, of a picture by Raphael, of a book 
that no body cares to read, of an armour-clad ship of obsolete 
pattern, of fish when the market is glutted, # of fish when the 
market is nearly empty, of a cracked ' bill, of a dress material, ~ 
that has gone out of fashion or of a house in a deserted mining 
village.” 1 • ’ 

9. Development of .Marginal Utility Theory of Value. 
Early writers like Barbon (1640-1698), Law and Jurgofc (1727-1781) 


l. Marshall — Principles of Economics, 1930, p. 4.02. 
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had based value on utility. It was Lauderdale (1759-1830) who 
argued that both utility and scarcity were essential for value. He 
established relation between intensity of a man’s desire for ^com- 
modity and its value and was aware of the nature of elasticity of 
demand On the side of production or supply he followed Locke, 
Cantillon and Adam Smith (1723-90) while on the side of demand 
he anticipated the later marginal school. 

E. W. Lloyd daring the thirties of the last century set down 
more clearly the relationship between utility and value. He pointed 
how with increase in supply of a good the value a person puts on it 
diminishes. This was what- was later called the Law of Diminishing 
Utility. He was also aware of the concept of marginal utility. Re 
identified value either with marginal utility, or cost of production 
whichever was less. 

Senior (1790-1864) while recognizing the principle of diminish- 
ing utility pointed out that man demands variety and luxury as a 
consequence of the insatiable nature of human wants. Though he 
appreciated the importance of utility, Senior supported the cost of 
production theory of value. He was unable to present a synthesis 
of the forces of supply and demand, which Marshall^had to aeeofhplish 
later. 

Writing about the same time as Senior in England (mid 19th 
century) were Longfield in Ireland, Von. Thunen in Germany and 
Dupuit in Erance. The former two anticipated the Marginal Theory 
of value in a remarkable manner, though they were primarily con- 
cerned with the problems of distribution. Dupuit clearly represen- 
ted the principle of diminishing utility and [illustrated it, by a dia- 
gram. He also arrived at the concept which was later named 
'Consumer’s Surplus’ by Marshall. Dupuit called it “relative utility” 

The Marginal school was much more clearly anticipated by the 
German economist H. H. Gossen (1810-1856). His doctrine was 
almost identical with that of W. S. Jevons’ whose book appeared at 
the same time (1871) as Gossen’s, though Jevons was not aware of it 

About this time (1870) a new school of economists appeared in 
three different countries of Europe, Carl Menger (1840-1921) in Austria, 
Walras (1834- T>10) in Switzerland and Jevon (already mentioned)in 
England. They wrote more or less simultaneously, and the result 
was a new system of Economics founded on utility. Their ideas 
were not entirely new, but they presented them more lucidly and . 
systematically. They soon achieved a dominant position in Western 
Europe. 

' On the basis of “final utility” (later called marginal utility) . 
Jevons elaborated his theory of exchange. His conclusion was : 
“The rates .of exchange of any two commodities will be the reoiproca. 
of the ratios of the final degrees of utility of 'the quantities of com- 
modities available for consumption after the exchange is completed” 1 
In modem language he meant that values conformed to marginal 
utilities. 
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The influence of Marshall dominated English economic thought 
for a full generation after 1S90. Thus in that country Jevons’ margi- 
nal theory fwas pushed to the background. Marshall, however, in- 
corporated $Jevons’ ideas in his theory on the side of demand, and 
•Mill's doctrine on the side of production or supply and presented a 
dual theory of value exemplified by his famous analogy of a pair of 
scissors. d 

On the Continent of Europe, however, Jevons’ contemporaries, 
Menger and Walras had greater influence. 

They were followed by Bohrn Bawerk and Weiser. This group 
is known as the Austrian School. 

As contrasted with Marshall’s idea of cost of production, already 
noted, Weiser developed the concept of alternative, opportunity or 
transfer cost. He made costs not merely ‘‘disutilities and pains” 
suffered on account of labour and abstinence but conceived them as 
“utilities and pleasures sacrificed.” Thus he conceived of cost in 
terms of utility and made it possible to have a Monistic view of 
value as contrasted with Marshall’s Dualisfcic view. Let us examine 
this view of cost and its significance in the theory of value. , 

10.- Alternative, Opportunity or Transfer Costs. The American 
economist 'Davenport explains this concept as follows : “Suppose 
for example that a child hasbeen given both a pear and a peach, that 
some- predatory boy trids to seize them, and that the only method 
of saving either is to drop one, say- the pear, in the wayside weeds, 
and, to run for 'shelter with the peach while the aggressor is picking 
up the pear. What has the peach cost 1 True the peach was a gift. 
In a certain sense therefore it cost nothing. Nevertheless it is retain- 
ed' only on terms of forgoing the pear. The term cost seems not 
quite satisfactory to cover the case. Perhaps displacement or for- 
going would be preferable. *" Or if one offers you your choice between 
a ride and an evening at the theatre, it is awkward to say that the 
acceptance of the one is at the cost of the other. Yet the resistance 
to theotaking of the one is the letting go of the others, Of, if with a 
dollar which you have earned you are at a choice between buying a 
book or a pocket knife, and finally buy the book, the resistance over- 
come is best expressed, not by the labour devoted to the earning of 
the dollar, and not' by the dollar itself, but by the alternative ap- 

plication of the dollar The highest cost of the book,,the best 

test or measure' of its worth to you was in the significance of its 
strongest competitor, the knife. 1 

. Conceived on these lines cost of production means not the effort 
and sacrifices undergone, but the most attractive alternative forgone, 
op the next best choice sacrificed. Real costs are tliuB not entities, 
ultimate and independent of utility, but they are sacrifices of com- 
peting demands. 

1L Significance of Costs in this Sense. What is the signi- 
ficance of this edneept of costs in relation to price ? For the, entre- ‘ 
preneur’s costs are monetary expenses or payment necessary to 


1. Davenport : The Economies of Enterprise, p. 61.* 
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obtain command over scarce resources which have alternative uses. 
Socially speaking the cost of using a certain resource for a particular 
end is the sacrifice of the. next best end to which this resource could 
be applied This is because resources are scarce and bnigi alternative 
uses. There are thus competing demands (depending upon -the 
marginal utility of consumers) for the same resources. Since these 
resources me scarce certain demands arc satisfied only at the sacri- 
fice of other demands. The resources tend to move from those uses 
in which their demand price (marginal utility to the consumers in 
the aggregate) is lower to those in which it is higher until they tend 
to be distributed in various uses (for the production of various com- 
modities and sendees) in such a u ay as to equalise their marginal 
utihties in tbo various uses. 


It is thus the demand price or marginal utility which determines 
how much of a particular factor of production will be utilized for the 
production of a particular commodity. The supply of a commodity, 
therefore, ultimately depends upon the attraction offered by thffde- 
mand price (or marginal utility) io the relevant factors of produc- 
tion 1 . If this demand price is not h*gh enough these factors will be 
used for the production of commodities the demand price for which 
is high enough to attract them. 


1 

12 Marginal Utility "Theory of Value. According to the 
Marginal Utility Theory of Value price is determined bp marginal 
utility, or demand in relation to scarcity, of the commodity ‘concerned. 
I he sole function of the cost of production is to determine the degree 
of scarcity of the commodity. It, is the degree of scarcity that is im- 
portant whatever the reasons for this scarcitv. Thus the same 
principles will explain value whether the commoditv is reprodueiblo 
or not, whether the scarcity is due to the permanently fixed quantity 
of the commodity or due to difficulties of producmgV which latter 
may m its turn be due to the necessity of offering higher terms to 
attract factors for its production from other uses. But 'since" higher 
terms are nothing else but higher demand price, it will be clear that 
emand price, or marginal utility of consumers on which it depends, 
is the ultimate determinant of value. r 


It may appear from the above that there is little difference be- 

' T !7 'isTu t nd that r of the cost product, on theorists, 

since .they also hold that cost of production determines supply and 

in turn supply determines prices. In fact, m spite of the seeming 
similarity in certain respects, the ground is fundamentally different. 
f ading to the marginal utility theory it is not the east of production 
that determines value Cost of production does influence scarcity, but 
even that indirectly and secondarily. Scarcitv is only a relative term. 
A thing is scarce m relation to the demand for it. As we have seen, 
scarcity maynotbe the result of cost of production as in the case of 
rare objects. The determining factor therefore is not the entrepreneur’s 
costs nor the painful efforts but ,t is competing demands. It is the com - 
peitng demands to which supplies and cost adjust themselves. The only 
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sense in which coats influence pr'ces and-Value is the sacrifice of alter- 
natives variously termed as displacement, alternative or opportunity 
costs. The demand pride offered must in the long run cover those 
expenses of the entrepreneur which are necessary ■ for withdrawing 
factors of production from their next best alternative uses. This 
conception of cost therefore is not independent of utility. 

It is for this reason that the marginal utility theory in its most 
recent form is called the “Monistic” as contrasted with Marshall’s 
‘Dual’ explanation of value. For Marshall utility and cost were two 
independent categories and both contributed equally in the determination 
of value. The degree of their importance however varied with time. 
According , to the monistic explanation the cost of production 
is also an aspect of utility and is not an independent category. 
Since costs represented alternative utility both supply and demand 
came to depend on utility.” 1 

The identification of forces behind supply and demand has 
been pushed even further by the Austrian School and tbeir followers 
notably the English economist. Wiclcsteed. The latter has shown 2 
conclusively that there is no fundamental difference between the 
psychological forces in the minds of the buyers and the sellers in 
the market. Below a certain price (called sellers’ reservo-price) the 
seller appears in the role of a buyer because he withdraws commo- 
dity from the market if the price falls below that level. In other 
words ho purchases his own commodity, as it were, once this level 
of* price has been reached. *“lb used to be a common custom at 
auction sales,” write Briggs and Jordan, “of all kinds of seller^ 
whose identity was unknown to the crowd to actually enter into 
competition in order to force up prices.” 3 - 

Marginal Utility Theory is now the most accepted theory of 
value. Though its foundations, as mentioned above, were laid by 
Jevons in England and-a group of Continental economists (Weiser, 
Bohm Bawerk and Monger) collectively known as the Austrian 
School, in the last- quarter of the 19th century, the theory in its 
most recent form is associated wibh> the names of Wicksteed,* 
Wicksell, 5 Davenport, 6 Cassell 7 and others. 

The Marginal Utility Theory has been summed up in the fol ow 
ing words : 

‘.‘The price of anything at any moment is determined by demand 
relative to supply, i.e., by the marginal utility of -the amount avail 1 
able to the consumers on the market, such marginal utility represent- 
ing the price at whibh that supply can be disposed of. Tinder free 

li Whittaker : A. History of Economic Ideas, p. 458. ~ 

2. Wickstoed, Commonaenso oFPoliticnl Economy, Vbl.ll, Ch. 4. 

5. Briggs and Jordan : Text Book of Economics, p. 78. 

i- Cornraonsense of Political Economy.' 

o. Lectures on Political Economy, 

6. Economies of Enterprise. . • 

7. Theory of Social Economy. 
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competition the normal price, or value in the long run, of reprodu- 
oiblo goods approximates to murg nal oi production^ find prices 
nre always tending to tquilihnnm at that point where margin d 
utility ns measured in moivy is equal to niaij'tml e\penres of pro- 
duction.” 1 

The Marginal Utility Theory is the most accepted the ory of 
value, became 

(a) it offers an adequate explanation of value at all time->, t.c., 
value at any given m inn nt and value in the long run ; 

(h) it explains fluctuations in value consequent on variations 
in demand or supply or both ; and 
(c) it gives "the only satisfactory explanation of the value of 
rare, '•oiled, incomplete or d imageil articles, the price of 
which has no reference to co-t of production, and of such 
things ns 'water and «un«lnne, whUh although of ine=ti 
nmblo utility, po'sesse* little or no a aloe." 

13- The Influence of Laws of Return on Value. Value at any 
given time is determined by demand relative to supply but in the 
Iona run it tends to approximate to inaramal cost of production. It 
‘is on the cost of production rlmt the laws of return exert their in- 
fluence. Let us sec how value is influenced by the three laws of 
return. 

1. The Lows of Dtmintthtiui Returns. When an industry is 
subject to' the Law of Diminishing Ri'Ctirns, the larger the produc- 
tion, the lusher will be the cost per unit and, conversely, less is the 
production, loss will he the cost. Now if demand increases, price 
will rise and supply will be stimuhted. Rut the additional supply 
xx ill be obtained at a higher average cost. Price will therefore 
continue to be high. If demand decreases, production will be 
curtailed. But because according to the Law of Diminishing Returns 
less production will mean less cost, therefore, price trill tend to 
fall. In this case, therefore, price varies dircctlv with supply. The 
larger the supply, higher the price and rice versa. 

2. The. Lnw of Increasing Returns. When an 'industry is 
subject to the Law of Increasing Returns, then the additional out- 
put is obtained at less than proportionate cost. If, therefore, de- 
mand increases additional supply will moan lower cost. Hence 
price will tend to fall. Price w ill rise immediately’ when demand 
increases . but it will come down ultimately’ or in tho long run as 
supply is increased to meet increased demand. If, on tlio other hand, 
demand decreases, production will decrease. Unde* Increasing Returns 
thin would mean raising of the average cost. In this cose, therefore, 
price varies inversely with supply, i.c., move supply less price and 
less supply more price. 

3. The Law of Constant Returns > When tin industry obeys 
the Law of Constant Returns the cost remains the same whatever 


1. Thomas S It — Klementts ol Itcouomics, 1939, p 178. 
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the scale of output. In case, therefore, supply ha§ to bo varied in 
response to variations in demand, the price will not be afieoted. 

We must emphasise that the laws of return exert their influ- 
ence in the long run, i.e.j on normal value (long period price) and 
not on market value (value at any given moment). 
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CHAP rER XXII 

INTER-RELATED VALUES 

1. Introduction. So far we have studied value iu relation to* 
an isolated commodity. This was, however, only in the interests of 
convenience. In the actual world few commodities stand isolated 
whether we take the point of view of production or consumption. In 
a general way our demand for any particular commodity is directly 
or indirectly related to our demands for all the commodities that 
enter our range of consumption. This is so not only because some 
commodities are jointly demanded, e.g., milk, tea and sugar, and 
some can serve ns_ substitutes of each other, like tea and coffee, but 
a so because our incomes are limited. If we spend more on one 
tiling we have to spend less on other things. Thus a fall iruthe price 
ot wheat may enable us to consume more of milk and vice versa. 
iUus the various demands get inter-related. It is, therefore, more 
correct to speak of a system of demands rather than the demand 
' S ,? ate ? commQ dity. Our demand schedule for one com- 
«.mmoditiS ef ° re ’ depends Upon our demand schedule for other 

Diaduc^to > su pp lies are also inter-related. Some goods are always 
° thera ! We altematlve substitute) sources 
i ieT Smi ,^ general way the supplies of different commod- 
u ^ relation^ Jr^Jated because the factors of production are scarce 
more land ^ d “ rl for them for various uses. For instance if 
ST !S? f UEt ;i for gromn ,S wheat less can be used for other crops, 

- -•« — 

consumet^and^rorhf^ 06 value <iue to (imitation of resources of 
while Sysmg the fore^ have already accounted for 

we want to £ ^ . behlnd d , emand and su PPly- In this chapter 
side of supply and demand! 1 8PeClal CaSGS of r mterde pendence on the 

comDosii h Ln d i eofS a Pply ^ herearethecaSBS of joint supply and 
posife demands^* to? ^ ° f demand those of joint and com- 

vious chanter Knw eS M ermS , haVe abeady been explained in a pre- 
Let us take them m turn ° SU ° h commoditles d etermined ? 

things Fi r ° d Ji Cts ' .two or more than two 

joint products For ° ge , tber fche / are in joint supply or are called 
produced alnnr lnstance when mutton is produced, wool is also 

cotton and n otf 1 ^ ame is the case with wheat and straw, 

each separate product^ determined ^ ^ H ° W h the pri ° S ° f 

value'irfnrd^ essea t) al modification necessary in the theory of 
lue m order to explain the cases of joint products. The market 
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price is determined by the equilibrium of the respective supplies and 
demands of eaoh. As regards normal price, the prices of joint pro- 
ducts taken together must be high enough to cover the marginal 
cost of production of them again tafc en all together. 

The difficulty, however, consists in the fact that is it not ehsy to 
find, out the marginal cost of production of these products indivi- 
dually. Two circumstances can arise in such cases, i.e., either the two 
products (supposing thoy are only two) are always produced in the 
same proportion or (it) their proportion can be varied. In the 
former oase a rise in the price of one will bo followed by a fall in the 
price of the other provided no corresponding change in the demand 
for the latter has taken place. In the second case Binco the propor- 
tions can bo varied a rise in the price of one may not lead to the fall 
in the price of the other to the same degree ns in the first case. 

Let us take the example of mutton and wool which are joint 
products of * sheep. Suppose the demand for wool inoroases, the 
price of wool in the market will -go tip. Production , of wool will 
become more profitable. More sheep will be reared to increase the 
supply of wool. But this will also increase the supply of mutton. 
But suppose the demand for mutton remains constant. The price 
of mutton must fall to'take away the additional supply from the 
market. But if by certain methods of breeding new types of sheep 
can be produced which yield larger proportion of wool to mutton, 
then it is possible to increase the supply of wool in a larger degree 
than the supply of mutton. In that case the price of mutton will 
not go down to the same extent as before. 

Such changes in breeds were actually made in Australia and 
Newzealand. Beforo the days of cold storage wool was in greater 
demand for export while mutton had to be sold within the country. 
Australian farmers, therefore, concentrated on breeding the marino 
variety of sheep, the wool -yielding qualities of which wero superior 
to mutton-yielding qualities. Later, when through methods of 
cold storage moat could be exported in large quantities, the opposite 
policy was followed. In place of marino sheep the farmers substituted 
cross-bred sheep which yielded larger quantity of mutton and smaller 
' quantity of wool. 

It is possible, however, in some cases to find out the marginal 
cost of production of each commodity separately by comparing 
different combinations of joint products. For instance suppose, a 
•certain number of sheep of a certain breed yield a given quantity of 
mutton and a larger number of another breed, yielding more wool 
and less mutton, is required to produce the former quantity of 
mutton. Now the extra expense of rearing the larger number of 
sheep has resulted in the production of the extra wool. In the same 
way the marginal cost of mutton may be ascertained . 1 When separate 
marginal costs' can be ascertained, then’ the joint products can .bo 
treated as separate commodities and tbeir value determined as such. 


- 1. Seo Hendorson : Supply and Domand, pp. 08-69. 
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vn nny case the prices respectively of the com modi ties in ques- 
tion will bo sutfu as to cause tliom to bo consumed in the same pro- 
portion ns they aro produced. The Mat price pud must ha high 
enough (o met the marginal cost of the, commodities taken together, 
'given sufficient time for necessary adjustments to take place. 1 


Joint Prodirh arc the Rule. In modern times industrial techni- 
que has dovelopod to such an extent that few products nrc turned 
out alone. Joint products arc the rulo and the single product an 
exception. This is also duo to the fact that the by-products which 
wero just thrown on the aorap heap in the past arc being put now to 
commercial uses. There is now a very wide range of commodities 
turned out by all manufacturing concerns. A textile mill is pro- 
dueing shirting, suiting, netting, towels, sarces, etc. Iron and steel 
works produce agricultural implements, -bolts and nuts, engineering 
tools, constructional material, eto. A sugar mill manufactures, 
besides various grades of surrar, sugar cubes, molasses, alchohol, 
confectionary, eto. A paper mill turns out all varieties of paper — 
packing paper, drawing paper, blotting paper, newsprint, writing 
paper, etc. All theso aro instance? of joint products, cost of produc- 
tion is joint but tho goods produced are so many. It is not possiblo 
to ascertain tho separate cost of production of each variety. Their 
prices are therefore determined on tho principle of joint supply. 
The phenomenon of joint products, therefore, occupies a special 
importance m tho discussion of economic theory. 

.... Y aluc Jointly Demanded Goods (or Service). Commo- 
dities that are always demanded together arc in joint demand for 
instance, pen and ink, motor cars and petrol, tennis balls and rackets, 
ninn r ° f demand are most significant in this 

connection. They consist of materials and services which go t-o tho 

commodity. Their demand is derived ' from the 
the 1 1?*? pr ? d r Uot ot their co operation. For instance 
enmlnt ; ten ? 3 nrul factors required for house building (bricks, 

3 efcC -', ) • nr< ? in jo l nt demand * Their demand is also- 

denved demand, smee it ,s derived from the demand for bouses. 

sidp^?r UrCe i°[ d i if ^ 0Ulfcy insuoh cases is that on the- demand 
TndanonLZ , . bUt ° n tho side of *«Pply each may have 
forest ^ de " t ^ 0udltlo . ns and sources governing them. While, there- 
ffiffich^Ln C f y i°- find thoir marginal cost of production it is 

SXSSS r ,“ ,Ei “ ,ulili,te - Ho "" TOfc r*“ ° r 

sudd^nWo fc n?nn a ox ? ra I ,le - Suppose the demand for houses 

_ - d o/i h S U P and their price rises . How will this rise in tho 

buiMi™ 1 ? T? a - fCOt Y hC Pric ° of tho varioUB materials used in house 
2 The immediate result will bo a rise in the demand for 

nnw t Tu ll0Q0( ;„ a rlS0 in their prices. But the rise in tho 

their pa J-r * Gm T not be in t ^ e sam0 proportion because 
Jlmir ^d^Ms^suppIy aro^t tho same. Moreover, it may be 
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possible to inoreaso or reduce the demand of some of them by varying 
proportion of thoir combination. Several considerations, therefore, will 
determine the degree of rise in price in oach case, elasticity of 
demand combined with the dogreo of scarcity being the main factor. 
Thus- 

( a ) Other things being equal the more scarce materials 
will show a higher riso in price, (b) It may bo possible to reduce 
the proportion of certain materials in use if their prices riso too high. 
In that caso to some extent such riso will be prevented. Cheaper 
substitutes may bo available, for some, bonce their price will not riso 
so much, (c). Some materials may have high paying alternative uses 
and unless higher prices arc paid for thorn by house-builders they 
might move to other uses. Thoir prices will rise more than other- 
wise. (d) If the cost of a certain material forms a very slight 
proportion of tho total cost of the final product its prico can riso 
quite high sinoo it will not affect to any appreciable degree the prijie 
of tbo final product and henco its demand. If, however, tho cost 
of a certain constituent (c. g., labour) forms a high proportion of 
the total cost of house-building its remuneration or price cannot 
rise very much since it will greatly raise the price of houses and 
henco decrcaso demand for them. This will again bring down tho 
prico of houses and thus will react on tho prico of the material or 
factor whose price was inordinately raised. 

On tho whole, therefore, tho price of Mich goods is determined by 
the marginal utility of the product in the production of which they 
contribute. In the long run each must be used to such a degree 'as 
will equate Us price to its marginal cost of production. In most cases 
it is not possible to separate the marginal utility of each of them 
individually'. 

In some cases, however, tho marginal utility of a particular 
good of tho group in joint demand-can bo calculated ♦by taking two’ 
separate combinations in which its quantity is used in different pro- 
portions while tho others remain constant. In tho words of Hender- 
son, * “Wc can take tho various possible combinations of the factors 
of production, and contrast two cases in which difibrent'qunntities of 
one factor are employed, together with equal quantities of others. 
The extra product which will bo yielded in tho case in which the 
larger quantity of the varying factor is employed, can then bo re- 
garded ns the marginal product (or marginal utility) of tho extra 
quantity of that factor, wo can say that the employment of this 
factor will bo pushed forward to tho point where this marginal pro- ‘ 
duct will bo roughly oqual to tho prico that must bo paid for it. 1 ’ 

Incidentally it iB clear from tbo above that tho relation ketweon 
marginal utility and price holds good generally of the ultimate 
agents of production as much as of goods directly demanded by 
consumers. The rent of land, tho wages of labour and the profit for 
capital tend to equal their (derived) marginal utilities or .as it is 
sometimes called their marginal net -products. But more of it later 
1. Supply and Demand op. <:{t. p. 70. • 1 * — 
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in the Department of Distribution, which is merely an extension of 
the theory of value. 

We may conclude that the price of the ultimate product at any 
given time depends on its demand in relation to its supply, but in 
the long run, must cover the total of the supply prices of the 
various constituents used in making it. 

Can a 'particular set of workers in joint demand increase their 
remuneration by withholding their services l 

If their services are indispensable their remuneration will have 
to be increased, otherwise production will stop. A check in the 
supply of their services will check production. The price of the 
final product (say houses! must rise. It must sufficiently exceed the 
sum total of the supply prices of the other factors. It will be out of 
this excess or margin that the non-co-operating factor (a particular 
group of workers) will bo paid. Marshall enunciates the Law of 
'Derived Demand thus : 

“ The price that will be offered for anything used in producing 
a commodity is, for each separate amount of the commodity, limited 
by the excess of the price at which that amount of the commodity 
can find purchasers, over the sum of the prices at which the corres- 
ponding supplies of the other things needed for making it will be 
forthcoming.” 1 

There are certain conditions under which a certain group of 
workers will succeed almost' invariably in raising their wages by 
withholding their supply. These conditions are : — ’ 

(1) The demand for the final product (say house) in the produc- 

tion of which the services of such people are required should be 
inelastic. If this condition is present a check in production is/ sure 
to raise its price which will enable the entrepreneur to pay more to 
the discontented group. - 

(2) The services of this group should be indispensable and no 
suitable substitute should be available. In case their services can 
be dispensed with, they will not succeed in securing an increase in 
their remuneration by a threat of non-co-operation. 

(3) Their wages should form a small fraction of the total wages. 
In that case it will be easy for the entrepreneur to meet their 
demand for increased wages. It will mean only a small addition to 
his expenses and he will not mind it. 

(4) The demand for other factors should be elastic and their 
supply should be inelastic so that even a small check in demand for 
them will decrease their supply prices. If the other factors are 
squeezable like this the non-co-operating factor will be able to raise 
its remuneration. 

4. Value of Goods in Composite Supply. ! Ooods for which 
alternative sources of supply exist are called in composite supply 
since their supply is composed of the sum total of supplies from the 

L Marshall — Principles of Econo roles, 1936, p. 383. 
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various sources. For instanoo salt can bo obtains?! from salt mines 
and also by evaporating sea-wator. Rut tlio most significant eases 
are those of the substitutes. Substitutes oan be assumed to bo 
practically the same commodity since they supply the same need, 
notin co-opsratiou with each other as in the case of joint demand, 
but as riva's of each other, In the broadest sense all commodities 
within the range of a consumer's demand arc rivals of each other 
since he can substitute ono for another. Hera wo shall confino our 
attention to substitutes in the narrower sonso of tea, coffee and milk 
as drinks, beef, mutton and fish as meat, wheat and rioo as grains, 
etc. To the extent -that thoy aro not exact substitutes, our theory 
will not apply to them. But on the wholo the price of one is 
related to the price of others. Thoy tend to movo in the same 
direction. Thus if the price of wheat goes up many peoplo will 
substitute rice or the inferior grains in its place. The demand lor 
such substitutes will raise their prices. On the other hand, a full in 
the price of wheat will reduce demand for substitutes of wheat and 
hence lower their prices. The total supply of all the substitutes in 
relation to the total demand will affect the price _ of each of (hem. Their 
prices will not necessarily be the Bamo unless thoy aro perfect sub- 
stitutes for each other which moans practically the same commodity. 

Usually thoy aro not perfect substitutes. Their prices move up 
and down together with a more or less fixed ' distance ’ from each other. 
Thus their marginal utilities movo together though thoy aro not 
identical. The .price of each tend to gel adjusted in the long run 
at points where its marginal cost of production equals its marginal 
utility to the consumers in (he mass. 

5. Value of Goods in Composite Demand. A good is 
said to be in composite demand if it can be pul to more than one use. 
Its total demand is composed of its demand in all these uses tal-en 
together. For instance, coal can be used in the railway engine, the 
factory boiler, for heating the rooms and for cooking purposes. 
Wheat can bo used for making chapaties , for malting English bread, 
for various kinds of sweets, etc. The pries of coal and of wheat, in its 
various uses tends to bo tho same. For instance if the -demand for 
coal on tho part of railways rise, coal will flow towards railways. Its 
supplies for other uses will decrease hence its price will rise for those 
uses as welt. The price of a commodity in composite demand * is, 
therefore , determined by its marginal utility in all its virious uses. The 
marginal utility tends to be the same since the commodity can move 
from one use to another. In the long run , its price as usual must be 
high enough to cover its marginal cost of production. 

6. Other Cases of Interrelated Value. Other casos of inter- 
related values are mostly extensions of the cases oxplainod above. For 
instance there is tho case of '‘multiple products." This is an extension 
of tho idea of joint products. Many -producers produoe not ono 
commodity hut a wide range of products, A faotory may 
produce several kinds of machines and also may perform repair 
work. A shop may sell miscellaneous kinds of goods. In fact such 
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cases ore tho rule rather than the exception. Railways perform 
various kind of services, c g., carrying different clashes of passengers 
and different qualities of goods, In such ca<=cs it xs almost impossible 
to fix marginal costs of separate sen-ices performed. The prices 
of such services (or goods) arc fixed on the principle of what the traffic 
will bear. This is called the value of service principle. The other 
principle, viz, the cost of service principle, is not generally applicable 
because exact cost of service cannot be ascertained. Railways do bear 
in mind this principle too when they charge more where greater speed 
is required, where handling of goods involves more in convenience 
and u here risk of breakage is groator. 

Take the case of railways. They carry gold ns well ns coal. 
Gold has high value and coal has low value. Obviously no uniform 
rate either based on spaco occupied or on weight will be practical. 
A uniform rate if too high will make movement of coal uneconomical, 
if too low it will not pay the railways to undertake transport s ‘rvico. 
The railways, therefore, charge according to wlmt each of the traffic 
items can bear to pay. The losses incurred on moving coal arc more 
than made up by gains made from gold, since gold can bear a 
much higher cliage than coal can. 

Similarly, retail shops charge very little profits on standard goods 
the prices of which arc more or less uniform and can be easily ascer- 
tained. They 'male up by charging high prices of specialities that 
appeal to individual fancy. Producers of such goods and services seek 
to meet the primary and supplementary costs along with fair profits 
not on every individual item but on the total transactions undertaken 
by them. A uniform rate of profits will discourage many customers 
and will not give the producers or sellers maximum returns. 

The case of alternate supply or at er native products is closely 
connected with the above. When the same factors of production can 
< be used for supplying more than one product tho producer will tend 
to supply those items which give him the maximum advantage. This 
is an extension of the case of joint products when several combina- 
tions are possible by changing the proportion of one or more of the 
products concerned. The producer reduces his activities in lines in 
which ho meets loss and substitutes for these lines which are moro 
profitable. In this way by varying the supplies the producers can 
influence their respective prices. When the producer is a monopolist 
his powers of influencing prices are muoh greater than when he is 
only one of the many suppliers. In the latter case he adjusts his 
supply to price prevailing in the market. But if a large number 
of producers produce one good at the expense of another their conduct 
( will affect the prices of both tho goods concerned. In t his way 
the original differences in the profits of the two lines of activity will 
tend to disappear. 

An example will make this clear. Suppose a shopkeeper finds 
that selling of razor blades at the prevailing price gives him little 
profit while selling of toilet soap is muoh more profitable. He will 
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increase the supply of soap and decrease the supply of blades.' Sup- 
pose a large number of sellers (or producers) come to the same con- 
clusion. The supply in the market of blades will be greatly reduced 
hence their price will go up while the supply of soap will be greatly 
increased and its price will go down. This will continue until the 
normal profits from both these lines of business will be equalised. 

In actual fact, however, the sellers may go on selling blades at 
nominal profits to attract customers and more than make up by 
selling fancy toilet soaps at high profits. In such a case the disparities 
of profits in the two lines will continue. 
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CHAPTER XXIII 

VALUE UNDER MONOPOLY 

1. Introduction. In our study of value in tho previous three 
chapters wo assumed that perfect crnp'tition prevailed among the 
buyer? as well ns the setlor*. In this chapter we shall shunto the 
opposite condition, i.r., that of monopoly- Broadly apes king th« terra 
monopoly is used to “cox-er my effective price control, whether of 
supply or demand, of service? or of cools ; narrowly it is u*ed to 
mean a combination of manufacturers or merchants to control the 
supply price of commodities or servant". 1 In a previous chapter we 
have seen tho various forms that suoh combinations take. 

Sinco buyer’s monopoly (or monopsony, as it is sometimes called) 
is very rare wo shall give our main attention to sc]l u r’ c monopoly. 
To start with we shall assumexanditions of perfect monopoly in which 
the seller has complete control of supply. In actual fact, bower cr, 
prefect monopoly is as rare ns perfect competition. In real life 
what exist arc the varying degrees of competition, ranging from 
almost perfect monopoly on the one hand to almost perfect competi- 
tion on the other. To grasp the essential principle of monopoly 
value, however, it is necessary to assume perfect monopoly, just ns 
wo assumed perfect competition to understand the essential princi- 
ples of price under competition. In tho next chapter we shall study 
intermediate cases, which arc more tyoicnl of real life, of “imperfect 
competition" or “monopolistic competition” as their condition 
is variously called. First of all Jot us see how monopoly conditions 
arise. 

2. How Monopolies May Arise. Monopoly may arise duo to 
nUy of the following reasons : — 

(?) _ Eeprl enure*. — Legal ownership of a particular raw material 
may be in one or a few hands. Law may confer monopoly of 
producing a particular pood or a service, c'<j., patent* and copy- 
right articles, gas, electricity and water supply, postal services, etc., 
are of this kind. 

(ft) Natural cuu-ses. borne regions or countries mav bo the 
sole or chief producers of a commodity, c.g., jute in India and Pakis- 
tan, diamonds in South Africa, nitrate in Chile. Those countries 
have control over the mapr portion of tho supply, hence have mo- 
nopoly power in price determination. 

(in) Economic causes. Along theso arc combinations consciously 
formed by tho producers of a commodity for tho sake of restricting 
supply and realising monopoly profits. Tho various trusts and kartels 
studied in a previous chapter fall in this category. 

U Thomas op c\t, p 217 — 

«v, t 
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Another economic cause is the necessity of largo capital equip- 
ment for the production of a » commodity. The largest producing 
unit secures the largest economies of soalo and ends by eliminating 
competition. 

If an industry yields important economics of large scale produc- 
tion, the total demand for its product may be less than the optimum 
output of a single firm ; or a few firms of the optimum size may be 
able to supply the whole' of the consumer’s domand. In such a case 
unless government interferes, high prices and high profits may not 
attract other competitors. The potential rivals will realise that if - 
they entered' such' a business they will not only reduce the existing 
normal profits, but the price may fall so low as to make it impossible 
to covor their costs of production, e.g., electrical current supplied 
through capital outlay, railways requiring enormous capital . 

3. Evolution of the Theory of Monopoly Value. It was 
admitted quito early in the history of economic thought, that situa- 
tions could exist where the producer could charge prices above their 
-costs of production by restricting the supply of a commodity. Cantillon 
and Adam Smith both recongnized the possibility of price rising 
above or falling below production costs in the short period. Due to 
natural scarcity products could be sold -above costs permanently. 
But Adam Smith thought the monopolist charged the maximum 
price that he could extriot from the buyer, in contrast to the pro- 
ducer under competition who charged the minimum he could afford 
to charge. Adam Smith failed to take account of , the elasticity of 
domand. , - 

Ricardo paid little attention to mono poly except as regards 
the influence of scarcity in the case of non-reproducible goods and 
of rent which ho ragardod as monopoly prico. 

Senior paid some attention to monopoly, but did not elaborate 
his ideas many detail. 

J. S. Mill mentioned cases of abnormal profits by patentees and 
others. 

Cournot, a French contemporary of the later English classical 
writers, however, showed a remnrakble grasp of monopoly value. 
He showed by illustration how a monopolist fixed the price at a level 
where profit per unit multiplied by the number of units sold is at the 
maximum. ThuB he paid adequate attention to elasticity of demand. 
He also anticipated somo of the . recent ideas regarding imperfect, 
competition. 

Marshall gave a comprehensive treatment of monopoly valuo and " 
showed that the monopolist does not always try to obtain maximum • 
net revenue. In some cases, according to him, the reason may be 
philanthropic but in others fear of State intervention or of substitutes 
or public opinion may stand in his way. When monopolies are 
publicly owned the authorities have to consider interests of con- 
sumers which are often the same as of tho owners. 

More recently, as we have seen, the emphasis is on imperfect 
competition rather than on pure monopoly. 
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- The following is a simplified numerical illustration 
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• In the above table prices, units deraandod and units supplied at 
each price are assumed, total cost is also assumed. The. other 
figures are obtained as follows : — 

(а) Total Revenue=PriceX units demanded. 

(б) Marginal- Revenue : total revenue for 1 unit is 0, total 

revenue for 2 .units is 16, marginal revenue for 2 units 
is 1G-— 9=7 and so on, 

?(c) Average Cost : Total Cost-unit supplied. 
f - ’ (d) Marginal cost : Total cost for 8 units is 64. * 

Total cost for 9 units is 81. 

Marginal cost for 9 units is 81-64=17. 

If we assume that the unit of 1 dozen cannot be split then mono- 
poly gain- will bo made largest if three units arc produced and sold, 
since this is the output which makes marginal revenue and marginal 
cost equal. Thus 4 , 

• . . 1 Net monopoly* 


Units. 

Total 

Total 

revenue. 


revenue. 

cost 

(Total revenue minus 
total cost.) 

r . • “ 

9 

1 

8 

,\2 , 

. • 16 

4 

12- 

3 

21 

9 

12 

- 4 ,, ... 

24 

10 

8 

,s; 

' or. 

*~o \ 

-25 

0 

. 6 . 

24 . 

36 

—12 

; 7 ■ 

',21 

. 49 

—28 

. 8. 

16 

64 

—48 

9 ” 

’ 9 

81 

— 12 


.In .the above illustration monopoly revenue is maximum for 
three Units and also for two units. If the unit could be indefinitely 
divided this arithmatical inaccuracy could bo eliminated. The most 
profitable output in' fact, upder the above conditions should' be 21- 
units, i.e., between 2 and 3 units. - 
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' g Optimum Output Under Monopoly. It js important to 
notfl that the optimum output (output giving maximum profit) » 
smaller under monopoly than unde' ' competition. Wo have already 
seen in an earlier chapter, that under perfect competition an indi- 
vidual producer is incapable of appreciably affecting price by varying 
the amount of his output. This is so because his output forms an 
insignificant proportion of the total supply. He, therefore, produces 
an nmourtt for which his marginal cost equals to the price prevailing 
in tho market. If his amount is less than this, he will gain by pro- 
ducing more, if it is more than this, he will benefit by producing 
less. 

The case of the monopolist is different. When he increases his 
output, he has to lower his price to sell the additional output. It is 
thus not only the price of the additional output that falls but the 
price of his total output goes down. Since his output affects the price 
af ichich he can sett, price is nol a given facior for him as it is for the 
man producing under competition. He therefore cannot expand hit 
output to the same degree as the producer under competition can. 
He can only expand it profitably up to a point at which his marginal 
’ cost equals his marginal revenuo. This point arrives earlier for the 
monopolist than it does for the man producing under competition. 
This is so because his additional output lowers the price of his total 
output while for the producer under competition tho price romjiins 
unaffected. Hence the monopolist , rflU3t stop expansionof his out- 
put at a point earlier than the producer under competition would do. 
The same reasoning applies when tho producer is producing under 
imperfect competition. 

The table on page 291 illustrates this point clearly. Here 
conditions of perfect and imperfect' competition arc compared.’ What 
is true of imperfect competition i3 true with greater force of mono- 
poly- 

The table shows that under perfect competition demand price 
[Col : (e)J remains constant, since increase in output of any inividual 
firm does not affect price appreciably. Since demand price is 
constant marginal receipts (or marginal revenue) is also constant 
for the producer under competition. Output will expand up to a 
• point where marginal cost is equal to the demand price, i.e., up to 11 
nnits. 

Under imperfect competition, as output expands demand price 
[Col : (h}J goes down, therefore marginal, revenue also goes on decreas- 
ing until it becomes negative. In this case the producer must stop 
expansion at 7 unite. If he produces more his marginal costs w'll 
exceed his marginal revenue. At 7 units thev are approximately 
equal. 

Notice that for the producer under competition marginal receipts 
(or marginal revenuo) is the same thing as demand or market price. 
For the monopolist or the producer under imperfect competition they 
are not the same. For 7 units (optimum output) demand price is 
higher than the marginal e.ost. 1 
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Cost Conditions . Demand Conditions 

Assumed under identical Perfect and Perfect Competition ~ lm perfect Competition 

Imperfect Competition. ' 
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7. Laws of Return, Elasticity of Demand and Monopoly Price. 
We liave seen in an earlier chapter that additional units of a com- 
modity may be forthcoming at constant costs, increasing costs, or 
''■decreasing co<ds per unit. How far does this fact modify the theory 
of monopoly value ? The principle of price determination remains 
fundamentally unchanged. The monopolist will in every case try 
to fix a price or produce an output which gives him the" maximum ' 
monopoly revenue. In every case he will achieve this bv pushing 
his output to a point whero his marginal revenue equals his marginal 
costs. The Laws of Return, however, along with elasticity of 
demand will determine whether this will happen at a smaller or a 
larger output. 

In each ease, therefore, the monopolist will havo to keep two 
factors in mind : 

(а) How does his marginal cost behave with increasing output ? 

which Law of Return is at uork ? 

(б) How does tho elasticity, of demand of consumers of the 
commodity behave ? 

Thus : — 


Pot„rn iS r b ? ing P r , odu , ced "Oder the Law of Constant 

Return the elasticity of demand will determine whether more or less 

Sverv T® e cost per unit is constant. If the demand 
is verj elastic (t e., extend rapidly with a slight fall in price and 
contracts quick! v with a slight rise in price) then the rnonmS 

hi mice "Tf the r rfUC ! n ? t0 V 10 fullcst of his capacity and lower 
his price. If the demand is inelastic it will be to his advantage to 
restrict supply and charge high prices ° 

!*■=£* t<rAdi ' 

it will be to the ^drantage of p n f der In0reasing Roturn > 

put and sell it at a low price f Itl '°?° P t ° ll3 . fc „ t0 produce a large out- 
wben the article produced undo^rW ^ W ' tend to bo the lar S csfc 
meets with very^hSSdoSl. ing C ° SlB ( lncreas ^g R oturn) 

to the foEowing cL^hisi^s^remrd' Su ^ me ,f f u - a - . Wo th ' us come ’ 
under monopoly. These are nlfo t S r'*°’ determination of value 

Competition so far as they have an”! 10 ^ ^ CaSOS ° f Im P eifect 

Li dc 6 an ele ®ent of monopoly in them, 

determined bv the Tnteraetlon ofde Pr 'j 6 Ul i der mono P°lv is also 

there is this difference thf t To d a , nd - ^ foroeSi But 

monopolist' He has two niil ! ppy ls under the control of the 
and leave the to ^ the price 

consumers at that price or (nl tn ~P r ° duced ) to tPe demand of the 
P e or i* 1 - 1 to fix the amount to be sold (or 
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produced) and leave the price ,to he determined by the forces of 
'demand in relation to this >. supply. He cannot do both -of these 
things, ' / 

( b ) If the monopolist fixes a very low price he can sell a larger 

number of units than.he would at a higher price. If he fixes a 
high price his receipts per unit will be high but he will sell fewer 
units. HoWjdethand will vary in response to variations in price will 
depend upon the elasticity of demand of the consumers of the 
'commodity in question. In the case of inelastic demand he will fix 
a high price. But if the demand is elastic, a lower price will bring 
him the maximum monopoly revenue. < ' 

(c) It will be to the interest of the monopolist to aim at maxi- 
mising his total monopoly revenue. He will, therefore, try to fix a 
price, which makes his net revenue per unit multiplied by the number 
of units sold, a maximum quantity. 

(d) If the commodity in question costs him nothing, the 
monopolist will expand his sales up to a point ‘where ins marginal 
receipts become zero. This is so becau se everv positive marginal 
receipt will add to his monopoly 'revenue, there being no costs to 
cover. 

(e) If the production of the commodity' involves costs of pro- 
. duction then the monopolist will produce that quantity of output of 

which his marginal receipts are equal to his marginal cost of produc- 
tion. This will be so whichever law of production is at work in the 
production of the commodity concerned. The most profitable 
amount of output, however, will be smallest when the Law of 
Diminishing Return in production meets with a very inelastic 
demand. It will bp largest when the Law of Increasing Return in, 
production meets with a very elastic demand. In the former case 
a high price with" a small output and in the latter case a low price 
with a large output will maximize monopoly revenue. 

( / )Under perfect competition “ marginal receipts ” and selling 
price are the same since by selling more or less on the part of a 
seller under competition price remains unaffected. Under monopoly 
(and imperfect competition) since sale price falls with increased 
sales, at the optimum output (output givmg maximum monopoly' 
revenue) the marginal receipts or revenue will be lower than the 
selling price. . • t 

(g) Other things being equal the optimum output will be of a 
smaller amount for the producer under monopoly and imperfect 
competition than the one producing under perfect competition. This 
is so because under imperfect competition, production must stop 
earlier than-bhe point at which marginal cost becomes equal to 
selling price. The producer under competition can push Ins ' sales 
until his marginal cost is made equal to the prevailing market price. 

9. Price Discrimination. So far we have assumed that the 
monopolist charges only one price from all' the purchasers of his 
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commodity. This’ is generally not the case. The monopolist can, 
and some monopolists do, charge different prices from different 
people, provided these people form “ different markets " or belong to 
what nro called non-eompeting groups. This is known ns prico dis- 
crimination. 


Price discrimination may he (o) personal, (b) 3ocal or (c) accord- 
ing to trade or me. It is personal when different prices' arc charged 
from different per=orfs usually according to their economic position. 
It is local when the price vnric 0 nccoreimg to locality (c g., dumping). 
Discrimination is according to use when different prices are charged 
according to ufes to which the commodity is put, «. g., electric 
current is usually sold cheaper for industrial uses than for domestic 
purposes. 

Discrimination is possible because of tlic variations in the inten- 
sifies of demard for the same commodity. These enable the mono- 
polist, if he has complete control of supply, to ditide the demand 
into series of markets according to its intensity. He can thus 
charge higher prices from tho c e who can afford to pay higher prices 
and lower from tho e e who arc only able to pay lower prices. This 
can obviously happen only if the commodity cannot be transferred 
from tho cheaper to the dearer market. 


A few illustrations will make this point clear. In the ca c e of 
certain books, the first edition is issued at a high prico Those 
whose marginal utility (intensity of demand) for the hook is von 

crennTed ’t? 0 lh, , B ■ Aftcr tllis c(iiti °n is exhausted t 
.ceond edition is issued winch is priced lower than the first. Peopli 

of lower marginal utility also can now purchase the book. Thi 

Pennlf wfth ^ re P Catcd scve ‘ nl tiraes n nd a very widosale obt.ined 
(diHnns ttf, Z 01 ", of demand will not wait for cheapo: 

of the consnmePn c‘ V Z raor '°P cdil,t appropriates the major portioi 
f rpU , S , nnd cresses his monopoly revenue to. 
point otneruiso not possible. 1 J 

/.wSZr Slmilftr camples easily come to one’s mind. A doeto 
fares^n°the C railw?r r< '"i 8 ? erson ’ s ‘"come, different classes o 
nrooortion fn tK^f- iT'T thc , 1 ncreafe in comfort is not fully ii 
' g e made in flic cnlZf 1 " cl,nr ? rd - Similar discrimination mat 
traffic will bear ” Tr 8 a ? cordl ’ng to the principle of “whattbi 
and the foreiVn irmZZZZ 10 . 11 maj * 1C tnn ^ e between the honu 
are nriced ErZ- f • Certn , in English cigarettes, for instance 
cheaper “ Ovorspnc "ZZ mar k et sJike India. Certain books havi 

category J we shall pr^Slfy 'set*' D " mpinS ah ° falIs in Ul ° 

a commtnMtyfOT iMtanee bet °. thc adva « ta g° 0 

nppfnl fn ° rrl} a Particular service mar be ver] 

^ T, “rt d ,b ' 

CAD I $ tke f™ 0 s * wft. “ <° 

receipts again may be low due to meagre sales. The commodity mat 
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thus not be produced at all. If discriminatory prices are charged 
the total receipts may be adequate to meet the total cost with profit. 
Thus every one may gain by producing- such a commodity when 
discriminatory prices are charged. 

When discrimination takes the form of dumping it is regarded 
as an obnoxious practice. 

10. Price Discrimination by Dumping. Dumping occurs when 
» producers' (usually monopolists) of one country sell their goods in 
another country at prices below those charged from the consumers 
in the country of origin. In some cases it may pay a monopolist to 
sell his commodity in the foreign 'market below his cost of 
production. 

The monopolist may have several motives for dumping (a) to 
dispose of an overstock casually produced due to wrong judgment 
of demand, (b) to develop new trade connections by charging low 
prices, (c) to drive coriipetitora out of the foreign market whether 
foreigners or native producers and { d ) to reap economies of large 
scale production. 

An extreme case of dumping may be illustrated as below : — 

v / 


Sale price 

Cost price. 

Home Market 

No. of mite 

Net Revenue. 

Rs. as 

Rs. as. 

‘Rs. 

as. 

10 0 

5 0 

100 

500 

0 

9 U 

4 12 

150 

750 

0 

, 9 4 

4 8 

200 

950 

0 

8 8, 

7 12 

4 ,4 

250 

10(52 

8 

' 4 0 

300 ‘ 

1125 

0 

7 0 

/ 

3 12 

350 

1137 

8 

5 12 

- 3 4 

400 

. 1000 

0 

4 8 

2 12 

450 ‘ 

787 

8 


It will be seen that if the monopolist onIy ( produced for the 
home market he would produce 350 units and sell them at Rs. 7 
a unit. This will give him the largest net revenue, i. e., 
Rs. 1,137-8-0. 

Suppose be produced 450 units instead of 350. His total cost 
will be Rs. 450 x2|==Rs. 1,237/8/0. For 350 ’units his total cost 
would have been Rs. 350 X 3§=Rs. 1,312/8/-. 

Thus the monopolist can lower his total cost by Rs. 75 (Rs, 1,3121 
Rs. l,237£) by producing 100 units more. 

It will be to his advantage to produce these extra 100 units even 
if he has to destroy them. He can thus sell all these additional p 
units in a foreign market with profits if he can charge a pride just 
over the cost of transporting them. No foreign producer can compete 
with him at such a price. 
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Such a bit; advantage, however, is rare. We took an extreme 
case to illustrate ihe principle invotved. Moreover, if the difference 
between the home price and the foreign price H greater than the cast 
of transporting the commodity back to the country of its origin, the 
commodity may be re exported, unless high tariff walls stand in the 
way. Foreign countries usually raise high tariff walls against dump- 
ing especially if it affects their on n industries. 

° 11. Is Monopoly Price A High Price ? Wo have seen that 
monopoly power enables a monopolist to restrict bis output and 
charge a price higher than his marginal cost of production. Compe- 
titive price tends to equal the marginal cost of production of tho 
commodity concerned This, however, does not mean that monopoly 
price is necessarily and invariably higher than competitive price. 
Several influences may keep monopoly price down and in some 
ca<=es may bring it to a level lower than would be under competition. 


The monopolist may be able to produce an articlo at a flower 
cost per unit on account of tho exceptional advantages that he may 
enjoy as regards the scale of production, in advertising, marketing 
expenses and other overhead charges. Thus even though be may 
charge a price higher than his own marginal cost it may be lower 
than would be the marginal 'cost under competition. This is the 
case especially with industries using large and expensive indivisible 
equipment, and the demand for the products of which is clastio. 
Expansion of output in such industries reduces cost per unit and 
larger output can be sold at remunerative, though low prices. 


Normally, lion ever, monopoly price is rarely lower than price 
under competition. But this does not mean that monopoly price is 
inordinately high price. As we have seen, there are serious limita- 
tions on tho powers of a monopolist. He is not always able to charge 
prices which would theoretically maximize his profit. Apart from ' 
the fact that the monopolist may ho ignorant of the 'level of 
price which gives him maximum returns due to difficulties of assess- 
ing the factora involved, there are certain considerations which few 
monopolists can ignore. These we have already referred to in an 
earlier section and may be noted again — 

(a) No monopoly is perfect. The fear of competitors in the , 
same line or producers of substitutes has always a restraining influ- 
ence. If monopoly price becomes excessively high, either consumers 
will take to substitutes or rivals will appear, somehow or the other, to 
exploit such a favourable field of activity. The American Sugar •' 
Refining Company, for instance, had to buy out competitors time 
and again, who came into the field due to abnormally high prices. 

(b) The consumers’ sovereignty cannot bo ignored. Apart from 

the substitutes that may be available (eg., coffee for tea) the con- , 
sumer may entirely dispense with the particular kind of service. In 1( 
other words the demamd may be very elastic and the fear of its con- 
traction may keep monopoly price down. , _ ; 
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(c) The third consideration is the fear of State intervention. If 
the authorities think that the monopolist is unduly exploiting the 
public, they may intervene. In such cases the State may fix a 
maximum price or undertake to supply the service itself, e.g., public 
utilities like electricity, gas and water supply. 

(d) Buyers’ monopoly is another restraining influence where it 
exists. . 

But in spite of these restraining influences monopoly prices are 
generally higher than competitive prices. Human nature being 
what it is, a monopolist cannot resist the temptation of charging 
higher prices when he can do so. He can reap economies of scale, 
he has not to incur heavy expenditure on publicity and advertise* 
ment, he is therefore in a position to charge less but he does not. 
Monopoly price thus need not be higher but it is. 
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guch a firm may not expand. Its expansion no doubt will result in 
lowering its marginal cost but it will also lower its price since its 
output appreciably' affects price. It is quite possible that the loss 
incurred on account of lower price may more than balance the gain 
from the larger sales. The firm may thus have no incentive to 
expand. Thus inefficient firms may continue to exist when competition 
is imperfect. All firms thus will not tend to he of the optimum six. 
It will also be clear from tho above that under imperfect comptiilion 
the number affirms in an industry may be larger than that under perfect 
competition. This is so because inefficient firms tend to be eliminated 
under perfect competition. Under imperfect competition efficient 
firms may not be able t-o drive inefficient firms out of the market. 
Because to do this the efficient firms will have to lower their price 
considerably to overcome the prejudices of the customers of ineffi- 
cient firms. This the former might not think worth while doing. 
A slight reduction in price under perfect competition, on the other 
hand, would, by attracting all the customers of the inefficient firms, 
drive them out. 

Thus when competition is imperfect there may be a large number 
of firms each producing an output which is less than the optimum. 
Most of them may be earning more than normal profits. The mono- 
poly here may consist only in the fact that each has a semi-indepen- 
dent market protected by transport costs, ignorance or goodwill of 
the buyers. Under such conditions it may be to the advantage of 
the community if tho industry is concentrated in the hands of a 
smaller number of firms. By reducing their number each firm will 
become optimum with larger output and lower costs and price. 

This brings us to the wastes of imperfect competition. 

7. Wastes of Imperfect Competition. Some other evils, other 
than those noted under monopoly 1 , are associated with imperfect 
competition. Superficially, these are sometimes considered “wastes 
of competition” but they can more fitly he described as “wastes of 
monopolistic conditions 2 ” or of imperfect competition. These are 
mostly due to what are technically called irrational buyers’ prefer- 
ences, i.e., buyers’ preference of a commodity or a shop due not to 
any real differences in quality but to irrational factors like habit, 
prejudices or ignorance. Some of these cases are given below, 

(«) Expenditure on competitive advertisement is usually 
regarded as a waste of competition. In fact it is due not to perfect 
but imperfect competition. If competition is perfect there is no 
need for such expenditure to be incurred, because then each firm 
can extend its sales by lowering its price onlv a little. Under 
imperfect competition much larger reduction of price will he 
necessary to overcome the irrational preference of consumers. It 
pays, therefore, to spend money on advertising and thus persuading 
the consumers that the product of the advertising firm is better 
than that of its rivals. Such expenditure is a waste from the point 
of view of the'eommunity. 


1. Chapter XXH, See, 13. 

2, Mendo : "Economic Analysis and Policy, pp. 165-IGS. 
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(6) Another similar waste is ‘expenditure’ on cross transport, 
A firm in the north of India may be selling a commodity to the con- 
sumers in the south. At the same time the same (or substantially 
the same) commodity is.perhaps being sold by a firm located in the 
south to consumers living in the north. This state of affairs is also 
due to the absence of perfect competition, which in its '.turn is due 
to irrational buyers’ preferences. If competition was -perfect the 
firms in the north would have attracted all the buyers in the north, 
and the firm in the south all the buyers there, by a slight lowering 
of price. This would have saved the cost of the transport. As it is, 
the firms deem it worth while spending considerable sums on adver- 
tisement and transport cost, rather than reduce price adequate 
enough to attract the neighbouring consumers with irrational 
perferences. 

'(c) A third waste of imperfect competition is the failure of each 
firm in an industry to specialise in the production of those things.for 
which it is best suited. Under perfect competition such a specialisa- 
tion would naturally take place, provided it led to any real 
economies. Under conditions of imperfect competition, since each 
firm has to spend money on advertisement or to sell at considerably 
lower prices in order to attract customers from its rivals, “each firm 
may find that it pays it better to produce varied assortment of types 
and qualities to sell to its own particular customers, rather than 
to face the cost of attracting a large number of customers for one 
type of product alone.” 1 

(d) Still another waste of imperfect competition has already 
been noted. This is that under -such conditions the efficient firm 
which can produce at lower cost may fail to drive out the inefficient 
firms as would happen if competition was perfect. If competition is 
perfect the efficient firm (or firms) will increase output until the 
price comes down to the marginal cost of production at which the 
inefficient firms will not be able to supply. But if competition is 
imperfect and the efficient firm has to .spend considerable sums to 
attract consumers from inefficient rivals or it has to lower its price 
considerably to achieve the same end, it might prefer not to drive 
out the inefficient firms even though the latter were charging prices 
higher than the marginal cost of the efficient firm. 

(e) Finally, imperfect competition may prevent that standardi- 
zation of commodities which is essential if the most efficient methods 
of production are to be adopted. Different types of care may be 
produced by a large number of firms each at a high cost -of produc- 

/ tion. If only a few designs were produced cost per unit could be 
lowered considerably due to economies of large-scale production. 
Under perfect competition such large producing units would emerge. 
Under imperfect competition no producer would take the risk of 
producing any particular design on a large scale since the cost of 
attracting buyers from his rivals would outweigh the advantages of 
scale obtained by producing the larger output. ' , 


I. Monde, op. cit p. 167. 


CHAPTER XXV 

DISTRIBUTION : GENERAL PRINCIPLES 


1. Introduction. By "Distribution” in tho present context, 
we do not mean the distributive activities of traders and middle men 
by means of which giods pass from tho factory to the wholesale nnd 
retail markets and then to the consumers. These activities are 
covered under production. Tho process of production, we havo seen, 
does not end until tho commodity is in tho hands of the final con- 
sumers. “ Tho economics of distribution,” in the words of Chapman, 
" accounts for tho sharing of the wealth produced by a community 
amoDg the agents, or the owners of tho agents, which have been 
activo in its production .” l 


In a primitive society the productive process is so simple that 
all the factors aro supplied by one and tho same individual. Tho 
question of distribution, therefore, does not ari-e, or at any rate 
does notirequiro much cxplanal ion. But as production becomes 
complex and the various agents achieve specialisation, thov have to 
bo drawn from different sources and must be pnid their due remu- 
nera ion. It became also difficult to attribute any particular portion 
ot the product to any particular factor. The problem becomes 
complicated and requires careful study. 

2. Need for a Separate Theory. Marshall justifies tho need 
hl™ Parat ! t . 1,00r -\ of distribution on the ground that "free .human 
re T br0Ught V p t0 „ their work on thc «»nio principles ns a 
would T; n “ If the ^ Wcre - ” ho continues, "there 

GTrhnnrrp o - -> vor ^. difference between the distribution and tho 
return ndp 1 e of valu e , for ever}- agent of production would reap a 
and iLr d X J t° cover ita own expenses of production with wear 

fiS tn k /' 1 °7 n s a / tcr allowance had been made for casual 
human bdn2 ^ SU f P l ply /°, doftlo I? d . ’ Actually, however, not only 
to oeouliar h0rfaC Production, like land, are subject 

insfance^ sneak 2 iI ° ns, . e, P CC19 % as regards supply. Wo cannot for 

fonts seS^ TlT be in Tr d ’ l 10 we v er^ttractivi^'the reward 
insTlTTTJT 00 n U0f r ra,Jucti °n -in the sense that, for 
nrice does not d n d V °' ^ a P lta l can be increased, but its supply 

price does not depend upon its marginal cost of production in tho 

As for labour wLt 

_ g cost of production of a human being ? Human 


Sir Sidney Clmpirmn : Outlines or Polecat Economy, p. 27 S. 
Marshall : Principles of Economies ; StU Ed. p. 501. 
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beings are not produced on business considerations. The same is 
true of enterprise. 

The Theory of Value which explains the determination of tho 
value of commodities is not applicable in its entirety to tho determi- 
nation of tho value of services, i.c., in the determination of the share 
of the various agents of production out of the National Dividend. In 
two respects the two theories, viz., Theory of Valuo and Theory of 
Distribution, resemble : (1) On the demand side tho valuo of both 

commodities and services is determined by 'marginal utility or 
marginal productivity; and {2} the immediate effect on value of a 
change in supply is also similar, viz., increase in supply will decrease 
its value and vice versa. 

There are, however, important differences on , tho supply side, * 
especially as regards tho effect of price on supply. In ^tho caso of 
a commodity if the price goes up, supply. tends to incrcaso to take 
advantage of the prevailing high price. But this cannot happen in 
the case of an agent of production. If for example rent or wages 
go up the supply of land or labour, respectively, will not increase. 
Wages- may rule high, it will not lead to incrcaso in population just 
as tho high price of wheat leads to increased production of wheat. 
Similarly, if tho price of wheat falls less wheat will bo produced, but 
if wages fall, it does not follow that less children will be produced. 
The fact is that changes in population are not governed by economic 
considerations. Thus tho supply of an agent of production 
does not quickly react to’ the changes in' its reward or remuneration. 
The Bupply of an agent cannot as readily be adjusted to tho changes 
in demand os that of a commodity. Further, the cost of production 
of an agent of production cannot be ascertained. Ah a matter of 
. fact it looks rather odd to speak of cost of production in the caso of 
an agent of production, say labour. What can yon say about tho 
cost of production of a worker or an acre of land ? Hence though 
in 'the case of a commodity, wo may say that value in the long run 
tends to ' approximate to cost of production, yet such 
approximation is out of the' question so far as an agent of 
production iB concerned for tlie simple reason that the cost is not 
ascertainable. 1 Thus those who supply services, rather than com- 
modities, havo no data to dotermino whether they are being only 
rewarded by the prevailing pricos. The adjustment of supply of 
agents of production to fluctuations in demand for their sorvices 
is a complicated affair and does not admit of an easy or exact 
analysis. _ 

In spite of these qualifications the general ...theory of demand 
and .supply does apply to agents of production. But since it re- 
quires essential modifications ' it is necessary to lmvo a separate 
theory of distribution as distinct from tho theory of .value. 

"■ Tho conditions of supply of fabl-ors of production not only differ 
from those of ordinary commodities but also differ as between tho 
factors themselves. It will be necessary, therefore, to study each of 
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them separately. We shall have to see how rent, wages, interest and 
profit as rewards, respectively, of land, labour, capital and enterprise, 
are determined. As far as the conditions of demand are concerned 
they can be explained m more or less similar terms, and a common 
theory can bo applied to all the factors. That Theory— the Marginal 
Productivity Theory which is analogous to the Marginal Utility 
Theory of Value — we study in the present chapter. 

We shall proceed as follows as far as this preliminary discussion 
Is concerned : In the first place, we must get a clear idea of what 
actually is distributed, in other words what really is meant by the 
National Income or National Dividend. Secondly, we must explain 
the agencies through whom distribution takes place. Thirdly, we 
shall expound the general principles according to which the share of 
each factor is settled. 


, 3- The National Dividend. National Dividend has been 

rariously defined. . “ National Dividend, ” says Pigou, “ is that 

oarlof the.' object iie income oj the community, including of course 

income denied from abroad, which can be measured in money’' Thus 
accordmg to Pigou in estimating the national dividend only those 
goods and services should bo included whmh are exchanged in the 
cnar ’et This definition would exclude tho services that one renders 
w ope S self, to members of one’s family or friends without payment, 
(similarly , free benefits derived from public property like parks and 

cawoTnr, r i dg ?r Wil1 ali ° n0t be counUid ' This definition is a very 
bv^mon hi ms if rC Tf’ g ‘ VU3 nse . to P arad °*es. One is mentioned 
dfv,de g nfi ^ - f ' t£. a , “ ames his housewife tho national 

for her servie rn ™ s,lcd j. Tln s is so becauso he has no longer to pay 
services though the same services are still being rendered. 

other7S e tZ^ r f de£i ^ e national diridend in terms of goods produced 
count™ JSJ™ 8 *. S°°ds consumed. " The labour and capital of the 
net aaareaat/n? natural resources, produce annually a certain 
service of all and immaterial, including 

the National Dividend mu™ National Income or 

that out of £ S J he ^M^tion ‘net’ is used to indicate 
amount to provide tor I™ 33 P r °^ uce must bo deducted a certain 
other camtS emn dep l e M atlon and weariu S out of plant and 
ment must be added!™’ Whl ° th ° net income from foreign invest 

that part of ^ ot ^ er J‘ a nd, the true national income is 

year Fisher’s define” 6 prodHct which is directly consumed during the 

venient st ce i t tf easTto T° l0g ‘ Cal but Marahall ’ s is moro c0n * 

during the vear tHn tn J^i. mea , S - ure 8 oods and services produced 
Marshall 1 points out a ^- e . a llst fhose actually' consumed. As 

Sm sr-Ti 

I. Marshall, op. cit p 524. 
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the basis of production • is, therefore, roughly identical with that 
based on consumption, 

4. Measurement of the National Dividend. As regards 
measurement of the national dividend three methods are ■usually 
suggested : 

(а) The first method is called the census of production method , 
Estimate the vhluo of all produce, industrial or agricultural,* raised 
during the y6ar. Make allowance for depreciation or replacement 
of the assets. How replacement is allowed may be illustrated by 
an example. Suppose at the beginning of the year a machine of 
the value of Rs. 10,000 is employed' and it is estimated to last ten 
years. Then at the end of the year, its depreciation will be 
Rs. 1,000. This must be deducted from its total product in order to 
arrive at its net product. Similarly; allowance, will have to be 
made for the using up of circulating capital in the , form of various 
raw materials and for the exhaustion of the soil,' .mines,' etc.' 

(б) The second method consists in adding' together the incomes 
of persons . who pay income-tax and those who do not . pay the tax. 

, (c) The ' third method is that of occupational census. This 

consists in estimating the earnings of all the persons employed in the 
different productive activities in the country. 

While estimating incomes, rather money incomes, the value bf 
gifts against which no services are rendered should bo excluded. 
Similarly, should be excluded interest on the internal unproductive 
debt, old-ago pensions,' incomes earned by fraud, etc. Moreover, 
precautions should be taken against double counting, t. c., the same 
income may not.be counted twice. 

National dividend is a , flow and not a fund. The nationhl 
dividend thus derived is the source from which all tho factors of 
production must receive their rewards. It is at once the source of 
remuneration for, and the result of the efforts of, the various agents 
of production. , . 

It should, however, be noted that the national dividend is not a 
fund ; it is a flaw as Marshall puts it. It is not first produced and 
accumulated and then distributed at .the end of the year. Purchas- 
ing power is being distributed in the. form bf rent, interest, wages 
a,nd profits, and as commodities and services flow out of the produc- 
tive system they are constantly being purchased by the holders of 
the purchasing power in the market. Thus the national dividend is, 
constantly being produced and consumed. At the end of the year 
there may be nothing in the way of > the surplus to show. Capital 
may have been kept in tact and the rest may have all been consum- 
ed- . The dividend,, in that case, would be represented, by all the . 
utility enjoyed by the community during the year. 1 ’ 

In the words of Marshall, the net aggregate of all commodities 
produced is itself the true source from which flow the demand prices 
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for all those commodities, and, [therefore, for the agents of production 
used in malting them. Or to put the same thing in another wav, 
thifi national dividend is nt once tbo aggregate not product of, arid 
the sole source of payment for, nil the agents of production within 
the eountrj ; it is divided up into earnings of labour, interest of 
capita 1, and lastly the producer’s surplus, or rent, of land and of 
other diflorential advantages for production. It constitutes the 
whole of them , and the whole of it is distributed among them ; and 
the larger it is, the larger, other things being equal, will bo the share 
of each of them.’ 1 


It should farther he remembered that this division does not 
take place among the individuals as individuals, but as factors of 
production The same individuals may represent all the four factors. 
An bast 1 unjab peasant, for instance, may receive rent as owner of 
land wage as labourer and profit as entrepreneur of his operations. 

[ actor ‘ s arc ^'f-pHed by the same individual, it is 
methorfof^ dcter ™ 1 " e tllcj r reward separately. The simplest 
what reu» f » ng °» Ut th , e ,' r , fillnrt<3 in °ach case is to find out 
on rent ^*1^? "?' d ,m T c receivcd if lie had let his land out 

labourer, ctc h a " CS hc " ould have to pay .f he had hired a 

ea ch'fac tor o f^ ifreducti oiP reeoi r t s*for tl e e'rvi ^ V) ? U - that thc shaT0 
Who is then the Inner and wTosrieeeT’^TheTn "* ^ 

As r “>‘ 

factors, i.r , land, h fJm and cammMs £1, bnng8 to Sf tl3er ^ 
one individual or a eollee tinn J 'IV' S 1 j entrepreneur who may be 
stock company It is the or 6 an,7C£ l individuals like, a joint- 
bears the risks of the D«5 u r‘ rei, ? nenr vho P ,ang . initiates and 
factory, or a shop enterprise whether it be a form, a 

hopes to make profit Hm nr these enterprises, because he 
two quantities cost of nrodn r S de P end u P on bho relation between 
move towards enteZ^s 7n ” v 1 Ent Wneur tends to 

two quantities are exvectcd to h °u dl ^ orcnccs betweon these 

mmts of prices and have to* estimate haVe to forccast move : 
commodities they intend to nmA ^ mRtc IJ® co ^s of production of 
profits in a particular line tw ! !C °/ ^en 5 hey expect to make 

entrepreneurs are, therefore the h„v fa £ tors , of production. The 
^roouction. Thev buv t.hpcrn c ers of services of the factors of 
use but to supply the needs of thJ 1C ° 3 DOt . for tfae * r ovm P ers0IiaJ 
b.t.lf el They ttm ‘..t on 

the purchaser of the services nf?i?tt y r the commHr| ity that is 
ing that of the entrepreneur £ ,° f 
tition decide ttm rem unerVf- see ctei > forces of compe- 
ls the purchaser f , m ° f tho entrepreneur. He 

16 of the services of the other factors and 

1. Marshall Principles of EconornicY7930Tp~S30 


c 
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\t is through him that tho shares to each of these are distributed in 
ho form of wages, rent and interest. 

6. The Principle of Substitution. The entrepreneur in em- 
ploying tho various factors of production , acts according to tho 
principle of substitution. Wc have already seen the working of this 
principle in consumption. There, a consumer distributes his monoy 
income over the various items of expenditure in such a way as to 
derive maximum satisfaction. This, wo have soon, he achieves when 
the utility derived by him from the last unit of money spent on each 
head is equalised. In other words a consumer achioves maximum 
total utility by equalising bis marginal utility from the various lines 
of consumption, 

Tlie entrepreneur acts in a similar way. The only difference is 
that he undertakes expenditure nob for direct satisfaction of his 
wants but to make as high a profit as possible. His profit depends 
upon the difference between two. quantities, his total oxponsos of 
production and hfs gross income from sales. Ultimately his expenses 
are the payment that ho lias to make for the various factors of 
production. For an individual entrepreneur acting under conditions 
of perfect competition the prices of the factors (ront, wages, interest} 
and tho price of the product to tho production of which they con- 
tributed are givon facts settled by the market forces collectively. Ho 
can, therefore, maximise his net income only by achieving tho hast 
combination of tho various factors employed by him. By employ- 
ing a little more of labour or a little less of land or capital ho will 
•bring about the most advantageous combination from the point of 
view of productivity. Just as the total utility is maximum when 
. marginal utility of each item of consumption to tho consumer is the 
same, total productivity is maximum when tho marginal productivity 
of each factor of production employed by, the entrepreneur is tho 
same. What is marginal productivity ? 

7. Marginal Productivity. By the marginal productivity of 
a factor of production we moau tho addition made to total produc- 
tion by the employment of the marginal uuil, i.e, the unit which the 
employer thinks just worth whilo employing. At tho margin of 
employment tho paymorit made to the factor concerned is just equal 
to tho value of the addition mado to tho total production on' account 
of tho employment of tho additional unit of tho factor. Note that 
the additional production i3 not tho contribution of tho additional 
unit of the' factor, in the sense that this unit alone has produced 
it. * Production is a collective process and results from the oo-opora- 
'tion of all tho factors employed.’ Wo cannot separato tho contribu- 
tion of-eaoh. We can only measure the' difference made in total 
production by tho employment of the additional unit of a particular 
factor, assuming everything elao to bo the same. When this addi- 
tional unit is just worth while employing (it .adds to total rovehue 
•just os much as it -costs) it is • marginal unit/ Its productivity is 
marginal productivity of .the factor of production under con- 
sideration. 
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We have seen in consumption that an increase in the supply of 
a commodity, demand remaining the same, lowors its marginal utility 
and vice, versa. In the same way an increase in the supply of a factor 
of production lowers its marginal productivity and vice versa. The 
fali in marginal productivity means that on account of larger supplies 
the factor is employed in those uses where its productivity is low. 
Similarly a rise in marginal productivity means that when the factor 
becomes more scarce than before it is withdrawn from those uses 
where its productivity is the least. 


8- Marginal Productivity Theory of Distribution. Now we 
?5? a . potion to state the Marginal Productivity Theory of 
istnbution which is analogous to the marginal utility theory of 
va uo already studied. According to the marginal productivity theory the 
rncard of each factor of production lends to equal its marginal 
pro u iv> y. Eactors of production tend to move from those use3in 
w ic eir marginal productivity is low to those in which it is high. 

» * S " ay a £‘ ven supplv of a factor nf production is distributed in 
lls ttvirgmal productivity is equal in nil the uses Take 
Srfectlv tr* “ rtain , , k '« nd labour. If all the labour unite arc 
0 e, 22 r 1 t rChanBeabl0 ,- d move ful ly from one employment 
wav that its S ", PPly of ’^ b .our will get distributed in such a 

meats. If the Productivity tb e same in all the ernploy- 

nlovm'ent +1 • r ® ina productivity of labour is higher in one em- 

Sit,: another l.bour trill move from fho l.tto to Ih. 
lower its marginal m I ar ?- er - SU PP y in tbe former employment will 

£ 7o|£, p SSl “ n i h ’r'" r ” ppli Mt 

eubstitilcing famo'r/^f^Wh otller hand, the entrepreneurs are 
principle of substitution P m UCIOn agamsfc one another under the 
particular^ combiSon ‘ wS en . tre P reae ^s tend to arrive at that 
tivitv. This will !i- m nr> b 8 ‘ V f S tbem max, murn total produc- 
various SuT! LmbB SSL* 6 Privity of the 

entrepreneur thinks that f), bieves equality. If for instance an 
is higher than that of VapItel^lK^-lF roductivit y of labour to him 
capital. Marginal nrodiiMtJn a r , T 1 em P lo y more labour and less 
will rise. tBSSHKS la ^ ur 'will fall and that of capital 
nal productivities will be eqLliTetT^ 1 “ equil,bnnm the two mar g i - 

under competition the^pricM th^h iE ‘, divddllal employer working 
production are already determined V he ^ pay for the faotor of 
of production is onlv an ; • ' .f Ince hls demand for the factors 
demand-his employing- mnm " SI f lfica p nt ' proportion of the total 
ably affect their prices rrr^ . r , le ® s op f .be factors does riot appreci- 
the factors to such a* nnint + docs is to push the use of each of 
equal to its price as . ma b e its marginal productivity 

position is the P ^e as S 0^““^ by the market *"««• HiB 
ICat of the consumer who pushes his purchase 
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of a commodity to a point at which his marginal utility is just equal 
to the preVailing-market price. Just as the market price is determined 
not by the marginal utility of an individual consumer but by the 
marginal utility of the consumers in the aggregate, the price of a 
factor of production is determined by the marginal productivity 
'not of any particular employer but of the employer in the aggre- 
gate. 

Thus in a positiop of equilibrium : (i) The marginal productivity 
of a factor of production is the same in all employments, (ii) The 
marginal productivity of each factor of production is equal to every 
other factor of production in the same employment, (iii) The 
marginal productivity of a factor of production is measured by the 
price of the factor of production. 

Over 'the whole field ' of employment, therefore, each factor oi 
production tends to be paid in proportion to its marginal produc- 
tivity. Thus the distribution of National Dividend is not a scramble 
as the strikes or lock-outs make it appear to- be. It is governed by n 
definite economic principle. 

9. Assumptions of the Marginal Productivity Theory. The 

Theory is true only under certain assumptions. Firstly, it assumes 
that all the units of a factor are homogeneous, so that any one unit 
is as good as any other. If the units are not homogeneous they will 
not be uniformly rewarded. The more efficient or effective unit in 
that case will command a higher reward. In fact non-homogeneous 
units cannot be regarded as belonging to the same factor. 

Secondly, that different factors are capable of being sub- 
stituted for one another, so that at the margin it is possible to use a 
little more land or a little more labour or capital, etc. If this substi- 
tution is not possible marginal productivity of the various factors 
may remain unequal. In that case total productivity will be less 
than, the maximum. 

Thirdly, it is also assumed that the amount of a particular 
factor that is used can be continuously varied. So it is possi- 
ble to apply a little more or a little less of the same factor. If this 
cannot be done the use of the factor cannot be pushed to the point 
at which its marginal productivity becomes equal to its cost. , 

Fourthly, it is assumed that factors of production are mobile 
as between various uses. If a factor cannot be moved from one use 
or employment to another, its marginal productivity in the various 
employments may remain unequal. ’ * 

Lastly, the theory is based on the law of diminishing returns as 
applied to the organization of a business. This means that other 
things being equal a disproportionate increase in the supply qf any 
one factor increases total production at a diminishing rate. - - 

Under these assumptions the theory explains the rewards' of all 
the four factors of production, i.e.; rent' of land, interest of capital, 
wages of labour and profits of enterprise. The reward of each tends to 
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equal the value of its marginal net product. The rent of a plot of 
land (assuming all plots to be perfectly interchangeable) will be equal 
to the marginal productivity of that plot. The interest on capital will 
equal to its marginal net product, the wage3 of labour will measure 
tho marginal net product of labour. In the same way competition! 
will make tho profits of tho entrepreneur equal to the marginal pro- 
ductivity of his services to the community, i.e., the amount that tho 
community is able to produce with the help of a little more his 
services over and above what it could produce without this increment 
of his service. ' 


10. Criticism of the Marginal Productivity Theory. Even 
within these assumptions the marginal productivity theory has not 
been uniformly accepted by economists. Several of its criticisms 
may he noted. 

(i) One common criticism is that a product is the result of the 
co-operative effort of all the factors of production and that it is im- 
possible to separate the share contributed by each. This criticism 
advanced by Taussig and Davenport is obviously based on a mis- 
reading of the concept of marginal productivity. As we have al- 
ready explained, marginal productivity is not tho net product solely 
aue to the marginal factor. We merely impute that product to tho 
aoor on tho margin of use. It is the net addition made to total 
production by the employment of this additional factor or deduction 
caused m it if this factor were withdrawn. 

A ° other attack is made by Hobson. It is held that if any 
particular factor unit is withdrawn the whole business will bo so dis- 

nrnfln IZ f- -* iha r J he loss to P roduction will be much more than the 
productivity of the unit withdrawn. This criticism is also due to tho 
wrong application of the theory. The attention is fixed on a small 
n l.J'l organization and large units of factors. If we conceive of 
a large business and small units of factors it will bo clear that with- 

ductSy ofthe 0 tl!er focto^ gin appreciabl * affccfc fcbe pro ' 

sum tber ? 13 ^ 1C opposite view according to which tho 

th? tL, j rg “ al " 6t products of all the factors will be less than 

fcctor S r ° K T \° SUr P lus beJn ? not to any particular 

He asiim^ u co-operation. Wicksteed has answered this criticism, 
ouantlv of Si a 1 “ c . rea3e of all the factors will increase the 
tion whint, • tb ° P r °d' 10t m the same proportion. But this assump- 
tba * tbe industry obeys the Law ot Constant 
turns is not always valid and introduces certain difficulties. , - 

ofJtfr'r s , er i oa f difficulty which relates to the measurement 
Pi J “S * P p° du ^. ba \ bea T n Pointed out by Joan Robinson 1 , 
Rigou and J. A. R. Hicks’. It i 3 argued that when there 


1. Economics of Imperfoct ComMtitwn. o. 3“>7 
Economics of Welfare. ” 

The Theory of Wages. 
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are economies of large scale production, the marginal productivity 
of a unit of a factor to a particular firm will be considerably less 
than that to / thof'mdustry as a whole. This is so because when an 
additional unit % made available to an industry it brings about a 
greater divftfen^of labour. But when the industry has adjusted it- 
self to the nm&supply it is quite possible that the marginal produc- 
tivity of afiwlir to an individual firm is less than that to the indus- 
try as a whole, because its withdrawal will mean ’a much greater-loss 
to the industry /than to an individual firm. In such industries, 
therefore, marginal ^productivity of a factor is indeterminate, 
y i (t>) Hobson thinks that it is not possible to vary the use of 
factors in. most oases. The proportion in which factors are used is 
determined by technical conditions of the business, the existence of 
fixed capital like machinery, etc. Many a machine for instance 
would require only one labourer, two would be uneconomical and so 
on. Since we cannot vary the use of a factor how can we determine 
its marginal productivity ? To this it is replied that in general 
there are infinite possibilities of variations in the proportions in 
which different factors are combined. Such variations are the very 
conditions of progress in business organizations. Even fixed capital 
can be varied though not being replaced if long enough period is 
assumed. 

s i 

' (vi) Finally, it is objected that the theory assumes that supply is 
fixed. In actual practice the reward enjoyed by a factor does affect 
its supply in most cases. The theory only approaches the problem 
from the side of demand and ignores the forces of supply. In fact 
the theory does not ignore supply it assumes supply to be given for 
convenience ‘ of analysis. Supply tends to adjust to demand which 
is determined by marginal productivity. The demand for factors of 
production is ultimately derived from the demand for the products 
of the factors on the part of the consumers; Consumers’ preferences 
are the ultimate determining forces to which the resources of the 
pommunity must administer. 

It should be remembered that the Theory is only valid under the 
assumption of perfect competition. In actual life, since competition 
is not perfect, actual rewards paid to factors of production do 
not conform to their relative marginal productivities. Moreover, 
this explanation of how the shares of the various factors of produc- 
tion are determined in a capitalistic economy should not be regarded 
as a justification from the ethical point of view of the system of 
distribution under such a -system.' 
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CHAPTER XXVI. 


RENT 

1. Introduction. Ret us now 


take each of the factors of 


x. mwoauuuuu. ~ ; , , r .. -nm- 

production separately and make a detailed study of its P ^ 

bleras. The present chapter will bo devoted to the rent of land. 

What is rent ? In the ordinary speech the term rent is used in 
ft wide sense to mean a hire charge, e.g., rent of a house, a _ 8 . 

a machine. But in Economics rent, or economic rent, ns it is caiiou. 
is used in a special sense. Itxefers to whole_x>Ohcjp_a3^PS5-J^ 1 , 
a tenant makes to the landlord. It refers only to that part oi 
the payment which is made for the nse of land (i.e.. free git 3 
nature, only which has been brought under ownership. The , U8U 

payment that- an agriculturist tenant mokes to the landlord 

necessarily equal to this economic rent. A part of this paymen 
may consist of interest on capital invested in the land by the owne 
In the form of buildings, fences, drainage arrangement, etc. Some- 
times this rent may include wages of the agriculturist. This is t 
case in East Punjab in many instances. Land is very scarce relative- 
ly to the demand for it on the part of the tenants, who have no other 
openings for earning a living. In order to secure land, therefore, 
they are willing to pay more than the true economic rent of the land. 

i Economic rent is a surplus over costs. It is due to natural 
I differential advantages posso3sed by a piece of land over the mar- 
ginal land. Tills statement is explained below. How does economic 
tenr arise ? More than a century ago David Ricardo supplied on 
answer. . 


2. Ricardian Theory of Rent. Ricardo defined rent as follows : 

“ Rent is that portion of th'e produce 6 f the earth which is paid 
to the landlord for the use of the original and indestructible powers ol 
the soil . r . It is often, however, confounded, with the interest of 
capital, and, in popular language, the term is .applied to whatever 
is annually paid by a farmer to his landlord.” 

Economic rent, according to Ricardo, is the true surplus left 
after the expenses of cultivation as represented by payments to 
labour, capital and enterprise, have been met. „ 

How this surplus arises may be illustrated by an example. 
Suppose in a country there are four kinds of land A, B, C and D. 
Some pieces of land are more fertile than others ; some areas are 
more advantageously situated as regards centres of population and 
means of transport, etc. But taking all the factors Into considera- 
tion, let us suppose that we have four categories of land as mention- 
ed above, so that land A is the most superior and B, C and D are 2nd. 
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3rd and 4th grade lands, respectively. Further, suppose that a 
standard unit of labour and capital, called a “dose” of labour and 
capital, when applied to these categories of land, produce wheat as 
given in the table below . ' 


Doses of labour 
and capital 

1st 

2nd 

3rd 

4th 

6th 

6th 


Return in maunds of wheat per acre. 


v r 


* , A 

B , ' 

! 0; . 

i D 

15 

' 14 

13 

■ 

! >2 

14 

' 13 

i 12 

11 

13 

12 

1 i, 

10 

12 

11 

v*. 1 

i 10 

9 

> 

11 

30 

! 9 1 

8 

10 

9 

! 8 

7 


If there is enough land of class A, so that by putting one 'dose 
of labour and capital per acre into this land the whole of the demand 
for wheat can be met at the prevailing price of wheat, the land will 
command no rent. It will be like a free gift of nature. 


Now suppose the population inoreases to such an extent that the 
• whole of the A class land is brought under cultivation, and still 
wheat obtained by putting one unit of labour and capital into this 
land is not enough to meet the growing demand. More, labour and 
capital will he put into lands of class A, and lands of class B will 
also be brought under cultivation. This will happen only when the 
price of wheat will rise so much as to make it -worth while putting 
the second doSe of labour and capital into lands A or first dose of 
, labour and capital into lands B. In other words, in oaf chart 
above, 14 maunds of wheat must sell for as much as is the cost of a 
dose of labour and capital. - On lands of class A, therefore, two 
doses of labour and capital .will give a return of 16+14=29 maunds • < 
of wheat. But only 14x2=28 maunds of wheat are enough to pay 
for the two dose3. Oae.maund of wheat is the surplus on land A. 
Cultivators of land can either cultivate B class lands free of rent and 
get J 4 maunds of wheat per dose of labour and capital per acre, or 
they can pay one maund of wheat (or its equivalent in money at 
\the prevailing price) per acre to the owners of land A 1 as rent and 
Obtain 14 maunds of wheat per dose of labour and capital as their 
share. If there is perfect competition this rent for A class lands is 
bound to be established. - 

As the demand for wheat still grows and the price rises this pro- 
cess will continue. More and more units of labour and capital will be 
applied to the superior lands on the one hand and still inferior 
lands \ will be brought under cultivation on the other. The 
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available ‘'’doses’ of labour and capital will be applied in such a 
way as to get equal returns at the margin of cultivation. _ Eor 
instance if there are 14 doses available 5 will be applied to land 
"A, 4 to land B, 3 to C and 2 to land D. In this 
way the marginal or the last dose applied to each class 
of land will give the same return i e , 11 maunds of wheat. The 
total production under those conditions will be 65 i {-50-j-36-j— 

174 maunds of wheat. No other arrangement will give more than 
this total. These doses will be applied only if the price of wheat 
is such as to make only 11 maunds ot wheat enough to meet the 
cost of application of a dose of labour and capital. 

Under such circumstances rent per acre of the various kinds 
of land will be as calculated below : 

Rant of A grade=(15+14+13 + 12+U)— (11 X5) 

=(total produce) — (total cost) 

=65 — 55=10 maunds 

Rent of B grade=50 — 44=8 „ 

Rent of C grade=36 — 33=3 „ 

Rent of D grade=23— 22=1 „ 

We have calculated the rent in terms of the produce. It < can 
-be easily converted into its money value at the prevailing price ofi 
' the produce. 

Marginal or no-rent land. When the marginal produce is 11 
maunds all the four types of land in our illustration pay rent 
When it is 12 maunds, land D pays no rent. It is then the marginal 
land or land on the margin of cultivation. This is also called the “ no- 
rent land. ” It produces no surplus over cost of production. 
Its produce is just enough to cover the expenses of production on it. 
The rent of all superior lands are measured upwards from and 
with reference to this land. 

Docs marginal or no-rent 'land really exist * One would think 
that such a land cannot exist. Every body will be keen on having 
such a land so that the owner will be in a position to demand some 
rent for it. But this is a superficial view. No-rent land does really 
exist. . The whole of the paj ment as rent may be due to investment 
of capital, i e. interest. The land itself may be such as not to yield 
any surplus at all. Eor example there may be some waste land 
lying us eless and nobody mav be willing to pay anything for 
its use But a prospective tenant may agree to pav something if 
the owner sinks a well there. Obviously the pavment is for capital 
invested in sinking .the well and not for 'the land, which is really 
a no-rent land Sometimes the existence of no rent land -is con- 
cealed in a big form where the rent takes - the form of so 
much money per acre. But there are very’ good acres 
and very bad acres. The latter if let out alone may 
fetch nothing. Or the rent paid may not be economic rent 
but scarcity rent. This happens in an old country with growing 
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population. , Even— tlio^marginal land pay s some rent which. Js^ 
scarcity rent. . The ^_supenorJan3il^ill„pay_.beBides .icarcity— rent; 
ccrmorniF^rcruo^t o the natura l _ jliffer^ntial advantages enjoyedjjyl 
themPHB’inaUy, the marginal land with reg^~To~an~oI3' country 
like England may exist in Australia or Canada supplying the same 
market. , 

\ 

3. Scarcity Rent. The Ricardian Theory assumes, as has been exp- 
lained above, that no-rent land does exist either in the same country 
in some other country with which the former has trade relations. Some 
people have elaborated the Ricardian Theory by adding the concept 
of scarcity rent when all lands in a country pay rent. To refer to 
our illustration again, when the marginal productivity of labour 
and capital falls below 12 maunds of wheat, the worst land D also 
begins to pay rent. This is due to the scarcity of land. If there 
was a still worse land available in the country that would-, become 
the marginal land. As it is there is no worse land than D grade’ ' 
. land. In that case as the price of wheat rises D land is also subject- - 
ed to intensive cultivation and yields a surplus over cost. - This 1 
surplus is not a differential one compared to. - no-rent , land which 
does not exist. It is due to scarcity of land as such. Hence it is 
called scarcity rent. 

The rent- yielded by lands superior to D lands thus contains 
two elements : a differential -surplus over the marginal land and a 
payment due to scarcity of land as such. For instance in our illustra- 
tions, if cultivation is carried to a point when D pays 2 inaunds of 
wheat as rent the superior lands will pay a scarcity rent' of 2 
maunds in addition to the differential rent. Thus Aland will pay a - 
total rent of 15 maunds of which 2 maundB will be scarcity rent and 
13 maunds differential rent. 

f 

4. Criticism of the Ricardian Theory. > The Ricardian 
theory of rent has been widely criticised. First, it has been point,'/ 
ed out that there are no 1 ’origina l and indestructible..powcrs . of -the 
soil.” Good lands after” being constantly cultivated lose their 
fertility to a large extent and get exhausted. To this it may be 
. replied that if after exhaustion good lands are manured equally - 
with the bad the former regain their productive power much more 
readily-than the latter. It is also pointed out that iu an old country 
where land has been constantly manured, the upper layer which '■ 
.grows crops is all man-madeT _ -There~iB r -noth i n g~~origihal "about It. ] 
But climatersunshme, air7 situation, etc’Tbf irpartacular*prece"dnand , 
arealTfixcd by natute.'~~’They ' are all \ o rigihal “tf n d ;j ixdestru c tible. ’ : 

Secondly, it is objected that Ricardo uses the term fertility of 
land in a vague manner. Apart from the factor of situation’ferfcility , 
. depends upon 1 the ability of tho farmers and the methods 
of production used. Moreover, fertility is relative to crops grown 
The theory, however, assumes that the methods of production re- - 
. main constant. - They are standardised into ‘ doses’ of labour and 
capital. 4< ’ - 
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Thirdly, Ricardo’s theorv assumes that- there oxi«ts a no-rent 
land- which only repays the cost of cultivation. In mm-t cases, it. 
is true, there are hml« which pay only a nominal rent. Such lands 
yield no true economic rent. The concept of scarcity rent can also 
meet this difficulty. For the substance of the theory, however, it 
is not necessary that there should exist a no-rent land. 

Fourthly, nccordiuc to Ricardian Theory rent arises pn account 
of natural differential advent an a of superior lands over the marginal 
one. But even if’ till the land is A grade rent will arise duo to 
the operation of the law cf diminishing returns. The marginal 
unit of Inborn and c.apit il applied must bo compensated by thti 
product. The earlier units will give surpluses oyer thtdr cost which 
will constitute tire rent. 

Fifthly, as Carey and Ro'cher point out, it is historically wrong 
to assume that in a new country tlv best lands are cultivated first. 
In fact lands that are tiret cultivated are not n-ually the be«t 
since they are the most easily acces-ible. To this Walker has made' 
a reply that by best 1 md Ricardo meant no! the most fertile land 
but land which is the best both from the point of view of fertility 
and situation. 

Sixthly, criticism is levelled a.\ain«t Ricardo corollary that since 
the marginal land pays no rent and merely meets the cost of pro- 
duction rent docs not form ft part of the price of the produce. It is 
explained below that in some ca<-cs rent doc3 enter into price. 

Finally, the most important criticism of Ricardo, however^ 
comes from those who drm ‘ the necessity of explaining rent by a 
special theory, not applicable to the rewards of other factors of 
production.’ They explain rent in the same way as wages, interest 
and profits. Thoy deny its peculiar nature as contended by Ricardo. 
This point of view is explained below. 

5. Modem Theory of Rent. In the Ricardian theory two 
facts staid out prominently : (a) Luat rout arises becauso some lands 
are superior and others inferior ; and (b) that rent is measured from 
the no-rent margin. 

Modern writers question both of theso contentions. In tbo 
first place they assert that it is a Tnatter of indifference to tbo 
general principle of rent whether the land is uniformly good, uni- 
formly bad or gradable. Tho essential factor of rent is ’the relative 
scarcity of the products that land can yield. Tho scarcity of land 
is in fact derived from the scarcity of its products. If tho problem is 
approached from this j’oint of view the necessity of assuming different 
grades of land disappears. Tho ‘differential principle’ only explains 
why one particular aero of land commands a higher rent than a less fertile 
one. It does not explain why rent arises. Fundamentally "speaking rent 
is jaid b ecause t he produce of t he l and i s scaircojin relation to Tty 
dem a nd. Tn tho~faoo of this scarcity rent will arise oven if oil the 
lond in a country is exactly alike. The same is the case with wages, 
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interest and profit. These payments arise because -the products of , 
the factors concerned are scarco in relation to the demand for themJ 
Just as a superior labourer gets higher wages and a*superior entre- 
preneur earns higher profits over the inferior ones, superior land 
will command a higher rent. “Fundamentally, all that the Ricardian 
theory of rent amounts to is the truism that the better article will 
always co mmand the highe r pric e. A moie fertile acre will Ee’worEB’ 
more than a less iertileone simply because they are different things. 
The same truism applies to wages.” 1 Wioksell has pointed o utjbhat 
r ent and vya eeajimulxnosiLparallel cases. t 1 

: Thus there is no justification for placing rent in a special 
category. Land commands rent according to its marginal produc- 
tivity just as labour commands* wages or as capital commands 
interest. 

The second point of attack is the idea of the no-rent-margin. 
This is the starting point of measuring rent according to the Ricard- 
ian theory. It is contended by modern writers that the no-rent 
margin may exist in some cases, but. it is not fundamental to'the 
emergence of rent. For instance, some lands may be fit only for a 
specific use like growing corn. If it is not profitable to grow corn on 
them due to a fall in the price of corn, such lands may go out of 
cultivation or they may just pay for the cost of the crop grown on 
them. Such lands may have significance from the point of view of 
rent, but in a different sense than held by Ricardo. If such lands 
are cultivated they tend to increase the supply of com and thus 
lower rents and if they go out of cultivation, due. to fall in the supply 
of corn, rents rise. The existence of such marginal lands does not 
give any ultimate explanation of rent. 

But when we’ "do not refer to any particular crop, especially in 
a fully developed country, there is probably no land that cannot 
be-put to some profitable use. Thus the margin of cultivation may 
vary according to the use to which a particular land is put. 

It is concluded, therefore, that til e theory of no-rent marg in t 
and a series of differential rents created upon it, while true in parf jrt 
cular cases, is a partial not an ultimate, explan ation of the phono- 1 
menon3TTentr It~~Qoes not reach the founclation Tof the problem, j 
T he real approach to rent^3~^the^heiTo5iena3f^I ue" istEdu gh~| 
the principle of scarcity as propotmdeclTn the ^marE ' inarproductivity 
theory. 

6. Rent and Price. The modern theory of rent deviates from 
the Ricardian theory in another respect too. Ricardo held that rent • 
did not enter into the cost of production of the produce and hence 
did not affect its price. Rent rises because of the rise in price and not 
the other way round. This conclusion follows as a corollary from the 
„ Ricardian theory. We have seen that according to this theory 
rent is a‘ surplus over cost. Price is determined by the cost of pro- 


1, Briggs and Jordan, op. cit. p. 355. 
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duction at (he margin where there is no rent. Hence rent does not 
enter into price- The marginal dom of labour and capital just pay 
for itself. In fact the jio-ition of the margin^ according to the 
Ricardian theory, is determined by price and not price bv the position 
of the margin. ‘Price is thus not a part of rent. 

It- is true that differentia! aspect of land i* not n cause cf price. 
If land A does nnn> valuable service than hrid B the extra payment 
obtained by hn.l A would not affect price of the produce. 3n fact 
here we are considering two different things each being paid accord- 
ing to its efficiency or marginal productivity. There can be a similar 
differential aspect- of wages and we can argue that such differential 
payments do not affect the price of the product of labour. But 
wages do enter price. 

In another sense also it may be argued that rent docs not form a 
part of price. Land is a free gift of nature. A higher remuneration 
given for the services of land does not increase its supply. Once all 
the land has been utilised, its supply is not affected whether rents 
are ‘higher, lower or non-existent. Since land cannot be reproduced 
it has no real cost of production in the sense that other factors of 
production have. No payment- is, therefore, necessary to maintain 
the total supply of land. In this sens** rent is not a part of the 
supply price of land and consequently of the products of bind. 

But when we are thinking not of all the land of the country 
hut of the land available for particular uses rent does form an 
element of price. This is clear from tho conception of the 
opportunity cost. -Mott of the land is capable of being put to 
alternative uses. If it is put to one use it cannot lie available for 
another use. lhe cost of putting land to one use is represented by 
the loss undergone in not putting it to the next best use. To 
withdraw it from one use for tho sake of another, therefore, sonic 
payment lias_ to bo made. This payment must compensate the 
loss involved in this transfer. This payment will enter into the 
price of the product for (he sake of which tho land has been trans- 
ferred. 

The problem may be approached in another wav. Prices are 
determined by t he scar city of the product in relation to demand. 
Th o^oa t-tfctb-wrr - eritrepfcncurpajTis a paffroTIdiTost oTproduc- 
tmffrylf-DiajiuitasJiigh the entrcprcnetif-wm temUo hire less land 
and conversely ho will use more land if rent is low. If he uses more 
land the supply of land for other purposes is depleted, if he uses 
# i&na thd supply available for -other purposes is increased. Thus 
rent by influencing relative scarcity of land for different uses affects 
the prices of different products. 

• J n ^ a . st ana b' s ' ls . however, as Davenport points out, rent— 
neither determines price nor is determi ned b y pricy; — Both price 

and rent arc , governed by theT'elativtTecarcifies of the products of 
kqd. ''TWJmth_vary_with the-utamge-rin this' f elfftTvolca rc'itv. 
The same principle appUesTotvages, inter esTand profits: ~ - * 
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7. Urban Ground Rents.' So far wo wore dealing only, with 
agricultural land.- The phenomenon of rent also exists with respect 
to urban sites. Hero also thero is a differential aspect of rent and a 
scarcity aspect. Differential rent arises; because of the differences 
in situations of different sites. Fertility here has little significance. 
Situational advantages may be of various kinds according to the use 
to be made of the plot. ,For instance, nearness to important busi- 
ness centres, fashionable quarters, nearness" to- -main thorough- 
fares, or a railway station, may give situational advantages. Some 
sites may be just worth using, yielding no surplus due to advantages 
of situation. These may ho regarded as marginal sites. 

But marginal sites may also yield a rent due to their scarcity 
in relation to demand for them or due to the fact that they could he 
put to' Borne other use like cultivation of crops, for gardening, etc. 
Better situated sites will yield both a differential roht and the scar- 
city rent. The differential rent will be measured upwards from the 
rent yielded by - marginal sites. But here again it may bo repeated 
that differential rent is not the ultimate explanation of the pheno- 
menon of rent as such. High rents in fashionable quarters of a towns, 
for instance, are duo to an absolute scarcity of land on the one band, 
and on the, other to the relative scarcity of land with respect to' any 
particular use, because of the competing demands of other uses. 'For 
instance suppose thero is a site in a fashionable quarter of a town 
occupied by a largo private bouse. The ground rent of this site is partly 
an absolute scarcity rent because the demand for such houses is great- 
ly in excess of supply. Partly this rent is due to relative scarcity 
if this land has other competing demands. For instance 'competing 
demands ' may arise for using this plot for building a shop, hotel or 
office. A rent equal to the most valuable of these colnpeting uses 
will represent the payment that must bo made to retain the plot for 
residential' purposes. 

-site -may bo built upwards instead of spreading outwards. 
Here also differential rents may arise for the more conveniently 
situated accommodation. .Higher storeys will involve inconveniences 
hut these inconvenience's \may bo less than those of a new ground- 
site. Such buildings , may lower general level of rents in a locality 
by reducing the scarcity of land. 

i ' • 

8: Rent of Mines, Quarries and Fisheries. The same principles 
of rent apply to mines, quarries and fisheries.. But there is one 
difference. Mines and cjuarries differ from agricultural land in that- 
they are sooner or later exhausted. >Tho payments made by the 
leaseholder for mines and quarries therefore, contain two elements. 
One. is. a royalty for exhau stion of .the contents and the « other- rent 
litnper. Here also one may introduce HioT'deabrflm mafgfhal.mine’ 
(or quarry) .and conceive of ' rent of better mines as a differential- 
surplus over the rent of the mine at the margin. The marginal mine 
yields no surplus over cost of excavation of the mineral.. The 
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bo increased in response to increase in demand. That is why their 
earning* are exceptionally li’gh. The basis of distinction between 
rent and quasi-rent is the fact that while tho '•'upply of land as the 
free gift of nature is fixed, that of the other instruments of produc- 
tion like building, machinery, etc., can bo increased by man. Take 
the case of houses. During the recent war tho demand for houses 
in towns increased due to increase in urban population But supply 
could not bo increased because of the scarcity of building materials. 
For the time being their supply was as much limited us that of land 
is. Rent rose in spite of State control. This abnormal increase in 
the return for capital invested in buildings is quasi-rent. It is not 
pure rent because tho supply of houses can bo increased. When tho 
house “fcutsTbecOmo exceptionally high, old and dilapidated houses 
would bo speedily repaired and together with deserted houses will 
come to bo inhabited. In a way thus margin has descended. It is 
just liko~econ6*rntc rent. Trice (house font here) determines the 
^margin and margin determines tho rent of superior and bettor bouses. 
Ttenl does not determine price. This surplus is only temporary 
and will last as long as new houses are not constructed to meet this 
additional demand. With the increase in the supply of houses, as 
building materials become available, this surplus will tend to dis- 
appear. A simila r su rplus . may arise in tho, case of other durable 
goods like machines, ship's, etc,' Similarly quasi-rent may arise due 
to a ’scarcity "of a particular kind of skill which can be 

increased if enough time is given. A doctor’s earnings may contain 

such an element, so may a musician's or an actor’s. 

\ 

A business min must be compensated for capital ho has invented 
in durable goods like machines and other appliances. Tho earnings 
from such durable goods must, in the long run, equal tho prevailing 
rate of interest. If they are less, investment in such goods will be 
discouraged, their supply will decrease and earnings will go up. If, on 
the other hand, their earnings arc higher, then production of such 
goods will be stimulated and their earnings must fall. But this will 
happen only in the long run. Temporarily, however, they may 
yield surplus earnings which aro called quasi-rent. 

Quasi-rent, however, should bo distinguis hed ..from interest. The 
term interest isapplied to return on free or floating capital, i, e., 
capital which can. be easily diverted from one use to another to 
take advantage of the higher rate of earnings prevailing ,in cortain 
lines. Qu asi-rent is the re turn from specialised or sunk capital, ix,, 
from o Umveatmente of oa p ItaTT ‘ 

It should always be remembered that the distinction between 
rout and quasi-rent and in fac t the returns tcTaiiy Hiller - factor of pro- 
ffuC-ti onjB pnl y_ a matter. .q Tdo greoT IffTha ~vr)nl51ifTiTSfsRaUr~ t Th~nir 
which is rightly regarded as interest on ‘free’ or ‘floating’ capital, or i 
on new investments of capital, is more properly treated as a sort of 
rent — a Quasi-rent — on old investments of capital. And there is 
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situation. Distant lands will becomo nearer the market as it were. 
Their rents will rise. The rent^of more favourably situated lands 
will fall. This can also be explained in terms of scarcity. If 
improved transport increases scarcity (by leading to exports from the 
given region) rents will rise,' in the contrary circumstances rent will 

fall. - ' 

/ 

As to the g rowth of population, its result is to raise' rents. 
According to the Ricardian theory' this willbeduiTto more intensive 
cultivation of old lands and extension of cultivation to inferior lands, 
thus leading to a fall of the margin of cultivation. According to 
the more recent way of putting it, increSse in population will in- 
crease the relative, scarcity of land in relation to the demand for its 
products and hence raise rents. * , 

12. Can the Theory of Rent be Applied ^ to Profits, Wages 
and Interest ? The rent element, i.e., surplus, is not peculiar to 
land only but it can be traced in other agents of production too. 

(1) There is Rent Element in Profits. All entrepreneurs are not of 
uniform organising ability. At one extreme there are those who 
are just able to keep their heads above water. Their profits are the 
minimum. But at the other extreme are those who, on account 
of their superior organising ability, are able to produce at lower 
cost. They enjoy higher profits which are similar to surplus enjoyed 
by superior lauds due to natural differential advantages they possess 
over the marginal land. Corresponding to situational advantage 
possessed by land certain entrepreneurs make larger profits on 
account of accident of birth or business influence. There is thus 
rent element in profits.. Profits have been called by some econo mists 
as rent o f ability. 

(2) Rent Element, in Wages. Just as some lands are superior to 
others, similarly some workers are superior to others. All workers 
are not alike. Some workers possess superior physique, are mentally 
m ore alert a nd.s5owu greater sense offe|p 5 ngiBiffty in t he disc harg e 
of t heir duties. Thus varying degrees~ofeffieiency“afe to ~be "found? 
among the workers. 'Roug hly speaking wages correspond to personal 
e fficien cy., The more "efficient workers enjoy a 8ufplii8"*bf"extf a 
wage as compared with a marginal worker. Some employees earn 
more on account of family influence or some other favourable circum- 
.stances and this is analogous. to rent of more accessible lands. 

'(3) < Rent Element in Interest. The prevailing rate of interest 
compensates the marginal investor, i.e., one who is' just induoed to 
‘ save. "But there are others who are prepared to save even at lower 
rates either because they- are very rich or because their oxpenses are 
less. Such super-mar ginal in vestors enjoy a surplus (rent element). 
This corresponds to rentlfTthe extensive form. But ’ there is rest 
elemOnt in interest corresponding to intensive form too. All units of 
saving earn the same interest but the last units^aved involve greater 
sacrifice. At the margin the sacrifice involved is just compensated 
by the rate of interest. This means that the rate of interest more 
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are thriving and expanding. In the former case, i. e., when an 
industry is contracting, the factor- units must seek employment 
elsewhere. They v must transfer themselves elsewhere. In 
the latter case, i.-e., when an industry is expanding, the 
factors of production tend to move into such an industry. -This 
is again a case of transfer. In both cases it is th e lure of better 
earnings that induces- the transfe r. WheiTaTfactor-unit shifts into 
tlie most favourable position as regards earnings, then the amount j 
it makes is known as transfer earnings. In Benham’s words, “ TM j 
amount of money which any n articndar unit could earn hi its \ 

aflirnatiyefusc is s ometimes called its transfer earnings” 

'1 he concept of transfer earnings has a close bearing on the 
theory of economic rent. Suppose a land devoted to the cultivation 
of cotton earns a little more than wnen it is devoted to the growing 
of sugarcane. If the profit in cotton cultivation falls a little or that 
in cane cultivation rises a little, the cotton land wifi 1 be converted 
into cane land. Thus fluctuations in prices of different crops may 
make the cultivation of one crop -more profitable than that 6f 
another. There will then be a tendency for the land to be transfer- 
red from one use to another in search for higher earnings. If an 
agent is earning more than what it would earn when transferred to 
the best paid alternativ e, the surplus is ren t] In 'Bonham’s worths, 

1 yjiiat any unit yds over its trans f er carniny ii 

is of the nature of rent" In case there is a piece oT’land - that is 
speclficloFtEecultivation of cotton, i , e., it can grow nothing else, 
then its transfer earnings is zero. The whole of the cotton yield of 
such a land then may be regarded as rent. 

The concept of transfer earnings also shows how costs may 
vary witETTEe changes Tn outpu t: A7i~ expand iBg~ibduBTry ' "muS C 

draw upovTother industries for additional supply of the factors o J 
production that it may need. In case these factors aro already 
enjoying a higher standard of earnings, this -industry must pay them 
still more, otherwise those factors' will not be attracted to this par- 
ticular industry. In these circumstances, -the additional output is 
obtained at a very higb cost, at any rate in the short peviod.' The 
average and marginal costs per unit will increase, simply because 
transfer earnings of the factors are higher. 
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CHAPTER XXVII 
WAGES 

, -V Introduction. Labour is the second factor of production 

tn a -.tli r n^n nCratl0n IS ' Ca!led wagCT> Tho wages mav be used 
rncntT f 01 % narr ° W sense l In tho wide sense it means pay- 

f ° r tho B0rvicc ? of ^bour. By labour is meant the 

be enrnint ilf. P n C r KOn berv,ce \ r ^.instance, an employer may 
g ,® 0 manasomcnt if he is his own manager. An intle- 

earn wages°for°hi“kb^ rcgardCd h “ ° Wn em I’ loyco and may thua 

waao S m™vbI l ? f ,fin US f^ e tCr ? " a S M in a restricted sense. “A 
uX“onJlef hi ’ T 8 Benhnm ’ “ « a sum of money pauT 
K this Eenl nlk 1 em P loycr to a worker for serncii ^endelMr*' 
wage earncre.’ ^ & 8ma P ro P ort5on of workers in" India are' 

(the natlnlldXenVlhTchlol! W ’u° 8enHe 08 tlle ehar0 ° f 

or brains whether inrlen a g °. C , S ° tb ° 3 ° who work with their hands 
^owev^Xlm ^ iP^l? 1 ^; % for an cm pl°y er . We shall, 
■reference to wages of the emnt tb ° fc ^otormino wages primarily with 
in a given occupation 111 S°* VCC , S -- tho ^Planation of wages 
workemintbXXaTlon ?t C ? lft mu he Carnin B 3 of independent 
of independent workers fluctnaf sbouId be notod » however, that wages 

loyoea of others ThTs ^dt llCh 0 ^ tim ° than ' tboso ° f em P’ 

workers themselves have te h lu ob ^ ,ous reason that independent 
employers bear ,» eh ‘ 

several pomtslfvicTil— Wages. V ages may be classified from 
they may be ^hirieVl nay'' Ify^' 0 . class of P 01 "® 0113 concerned 

ero paid monthly or a earl v n!f ’ ° r 3Ust wa S 03 - 
by highly paid persons like m ™ d are remunerations earnsiT 

refers to the wa P e3 of middle gerS ’r ? n 6» n ««s, etc. ‘J EkjJ. 

usually paid by ° the month v? 55 P r °f e3£ ‘ ona l employers and are 

professionals on the bams of setfrl^? arC char =® d by indepondent 

lawyer, etc. Payment made iIT j d ’ fee of a doctor or a 
skilled, is-just ‘ wages \ These employees, skilled or nn- 

or the day or according to (he work a° Pa ‘ d b ‘ V tbo month . the week 
brings us to the second clllX r d ° nC > ue - by th ° piece. This 
wages. classification into time wages' and piece 

(2) IVom the point of yW n f +», 

may be either timawa^es o- meee 1“ man ° sr of payment wages 
gets his regular salsuyotTthe ? |~_ 5 v^es. for instance a professor 

examination fee, ar.KhTtaJTr £?? *•".—«*<* ** 

813 oc work done, i.e., papers set or 
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. answer-books examined. Usually where work ca n be standardised - 
and measured easily, paymen t is m ade by ,, piece,, and where ~ 
not poss ible, by time. 77."*" . ' " ' ’ • 

(3) On' the basis of the. form in which wages are received they 
may be called nominal or real wages. Nominal wages are wages in 
terms of money, while real wages arc total satisfactions . accruing 
to the worker.' Tho welfare of the worker depends upon his real 
wages and not merely money wages. More of this presen tty. 

' (4) Sometimes wages are referred to as general „ wages and 
relative wages. By general wages here we do not mean any general *- 
rate of, wages. Thore is in fact no fgcneral rate’ of wages in 
a country, though when most of the wages riso . and fall wo ; may 
refer to the rise and fall of general wages. General wages refer to 
.the sh ara.of.the .national dividend claimed by labcmr as such against * 
the other ~ factors of production. Tho theory of general wages 
explains the principles that govern this share as against tho share 
falling to capital, land and enterprise. When _we speak of .relative 
wages, we refer to wages in relation ty ^fieraib entyTttymefifs and% 
diSer eht persons in t.ho r same employment. In the theory of relative 
wageFwe explain .fclie 'caitses'of differences in earnings of different 
-persons in tho same employment and of persons ip different employ- 
ments or .occupations. ,, 

3. Methods of Wage Payment. Wages muy bo paid according 
to the work done or according to the period of time the worker has 
been etfiploycd. The former is Called 1 piece wages ’ arid the latter 
‘ time wages ’. Both , methods of payment hayo their respective 
merits and demerits, ' 

'..When work .can - be easily standardised . or pjonsured, payment 
by the"p i ece l e^fcfetTedlby.'the cHployef. .. SiraTio’fls tiie case whero 
fchfe emyloyer desires a large output. The„workor 3 ';. ,on tho .whole 
prefer ..timc.7wages,_ The v complain that the employer tends to!; 
reduce the rates if the workers succeed in earning high rates by tW 
1 piece. • . , , . - • - ■ 

Whe n the work... is such that ...it . cannot be_ easily standardised 

or inspected and quality is more important than quantity* time 
■wages'ri're 'preferred, e.g., payments'for managerial and other^exe- 
'cutive scrvioes.'"’ ' .- ' .. ; • 

In practice, however, these methods * nre not exclusive. Tinder 
‘ ihe time wage pyetem a certain production is expected and when 
wages are paid' by the piece some sorb of a time limit has to be 
' observed. When-a standard amount of work is t<> be done within . a 
spebified,time _ the' systemds kho wnWtasfe pork'. ' 

.' Sometimes a mini mum time .wage is fixed and it is supplement- 
ed by a piece v/age aecording to tHe amount of goods produced.' 
Sometimes a premium wage js paid to a group of workers collectively , 
-for extra hvork done.- ^Tlfis~amount . the workers distribute among 
' themselves 'according to arrangements mutually agreed 'upon, ' >•; r - 1 
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\A«<:«may nNobertt'd on n «n!e m-stem ni.'inr 

nmfiK '‘‘I nW ° nli T <0 pric " ofthr ' ** »-t of iivimr* or 

Cmp ° 3 ’ er ' i cntf>r ,ntrt a profit -sharinr urmn«em*ot 
W,th T their hh0 ™‘™ ^ get their full «,.or«Uon and ^ympalhy 
Y 1 6 ? rao . ? a<ICS w «cc<i are rormhil-d bv !ar. A 


10 fe- 1 ™eir lull co-opwatum and sympathy. 

may bo^rd IrTcfrh n ;n eS ° re rCRnIft, i , f5 5a,r * A minimum y/igo 
Rented £.d«) { exceptionally lor paid employments, »>,' 

applying to all mdifS!' 001 C S " S,;<V " t ,l minimum v ' a ?’ 

AW shull consider these systems nt a Inter stage. 

* 'ldaihied, 0R ar" C ra C -^ U naitf'r } Va ? CS -‘ . ‘'' 0 . rnin '‘ l ai already 

money n.iTes alone rr^ recm " (f f »> terms of monoy. But 

(Million of a worker, i n r r,u V <° T f correct idea of the eeonomie 
the standard of livinir of n 1 ° fitU ,. r ' a J . wages, which determine 
t^lvcn into consideration * P ,Ivon . the follow mg factors must be 

from place to^nheefand from r 'Wen comparing wages 

chMing power of “X 2a t!) * Wang,, in the pur- 
tngb wages in England and . ^ taken into no-rmnt Part of the 
prevail, ng in those countEec b.'.nV" 7 be due to h «* l «r ^ 

give a much more comfortable l:r, H d l1 nip<v<i 11 village nuy 

or rice vnsci according to eireumci t,mn ft amount in a town 

involved. A humCf rupecs m lO^', 3 V'* ^ of ^ P™® 
power than in 19SS. Bren nn ’ 8 , t ra " p 1 greater purchasing 
CaV0 real^ogcs at a loner let d™1048 ^° My ^‘’ ees lhus m ‘~ 

l I ,Wfc ” C ° mparcd with IP3S - 


wage an employee may can. 'other ,t ° n to tho «?«>« mow 
goods, lor example, hoard and loril”*’ 3 - ,n f ‘ 5l ° form of money 

servants, as in the ca*c of peons or t,1R cafit> of domest 

professors, etc. Subs&arv 2" :,,rn,nftll 1 on «*» in tho case 
mhes of employment ava^bTe to n , y °. bo d, “> to opport 

famd /. n,lnb!e to ocher members of the worker 

to dJcS work' wTthout' "any ? an ^P^yec is require 

decreased to tlrnt extent. Bank his rral wages a! 

du vy dun ng working hours bauSV^, 1 ” 1 ® for their W* 

JJ®. h °’ lre J ust to discover ’a mltal I ° f n th< * nrQ roqaircd to war 
work they are paid noth e ™ m,8ta W ™ accounts. For such oxtr 


«‘'°»re ' /,€ ™I*Vment. Regular 

Iwagesmaybehiaher^ 7 ^ 1 ' 01 .^ ■ - • * 


more - -«.u emp 10 yments mav ' "‘raiment. Kcgular 

real wages may be higher ° » oirer weces but t 

which gire high money wages I " e | uIai an d insecure employmen 

rr tte , Dt ,vliiie earnin|l; /;’f per8yn 1vhos « employment 
another who earns regularly R,. 2 a may not *» so wll off 

^ ( e ) Conditions of mark Some * V " 

others, in some hours of work are shnrt CUp ^ t!onSi are hoaI tkier th. 
^ more pleasant or °««*s. work m 

1 int * ' tb o employer may bo mo 
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agreeable or less, etc. All these things should' be .taken into 
account.' ' . « • .* 

5. The Problems of Wages. The main problems that ' we 
have to study in connection with the determination of wages-'are ;-i» 

(1) What are the general principles according to which' the share 
of labour in the national dividend is determined. The various ex- 
planations given in this connection nre known ns theories of wages. 
The Marginal Productivity Theory of wages is now generally accept- 
ed. But we must examine some of tiro older theories, which are na 
longer regarded as adequate explanations of Wage determination^ 
but contain important elements of truth which must be brought out. 
Among these theories we shall consider : (i) The Iron Law, or the 
Subsistence Theory of Wages, (it) The Wage Fund Theory of Wages, 
The ^Marginal Productivity Theory will then bo explained and 
discussed. 

(2) The second problem of wages is that of relative wages. 
Here we must explain the causes of difference in wages in relatioii 
to different persons in the same employment, different employments, 
different times and different localities, etc. 

6. The Subsistence Theory of Wages. This theory originated 
fromjblio Physiocratio School of” French Economists and was "com- ” 
monly accepted during the 19th oentury. The German economist 
Lassal lo calledj t the I ron La w, , of Wages or the Brazen Law] of 
Wages. Karl Marx mado it the basis of his theory of exploitation.^ 

According to this theory wages tend to settle at the level just 
1 sufficient to maintain the" worker and his family at minimum subsis-, 
tence v If for some reason wages rise above this level workers are 
encouraged to marry earlier, their numbers increase by higher birth 
rate until the greater supply of labour brings wages down to the 
subsistence level. If wages fall below this level, marriages and births 
are discouraged, undernourishment inoreasos the death rate and 
ultimately labour supply is decreased, until wages rise again to tho “ 
subsistence level. 

1 The French economists came to these conclusions, by observing 
the poverty of tho French peasantry in the 18th Century. The 
German Socialists mistakenly thought that Ricardo had come to the 
same conclusion due to the intense misery of the , Working classos in 
England at tho beginning of the 19th Century. Actually Ricardo 
believed that wages could rise beyond the subsistence level. , v 

/ . The i theory, however, is applicable to backward countries; like 

I ndia an d China", whereTabourors are extremely"" poor and "are "un- 
able to get their dae from tho better placed capitalist or landlord. In 
suoh oases the landlord (or capitalist) is able to 'appropriate 
whole of the surplus over mere necessities of life just enough 
to let the labourer and his family carry on their work.* >' 

Tho theory, does not apply to more .advanced countries like 
England, Amerioa and others. The theory evidently, is based on 
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Malthusian Daw of Population. It iswrong tosay_that ;_every ^in- 
crease in wages must inevitably be followed by. an. merease in_birth 
rate. ’ An increase in wages may be followed by a higher . standard 
of living both in agricultural and' industrial countries. In Denmark 
and 'Holland, for instance, agricultural labourers receive wages above 
the mere subsistence point. In industrial countries of Europo and 
America wages have been steadily rising and the working classes are 
much more prosperous now than they were a century ago. Another 
criticism of the theory is that .the subsistence leyel.isjmore. or Jess.nni- 
form for all working classes with certain exceptions. The theory thus ' 
does not explain differences of w'ages ih different employment. Finally,-, 
if "may 'be said that 'the theory explains wages only wiDi reference,^ 
to supply, the demand side is entirely ignored . On the demand side 
tbe employer has" to consider the work which the employee give3 
him and not the subsistence of the employee. - 

„ 7. Wage Fund Theory. This theory iB associated ; with the 

/name of J. S. Mill. “Wages,” wrote Mill, “depend upon the' demand 
• and supply"dfTabour, or, as it is often expressed, on the proportion 
\ between population and capital. By population is here meant’ the 
/ number only of the labouring classes, or rather of those who work 
->for hire, and by capital, only circulating capital, and not even the 
| whole of that, but the part which is expended on the direct purchase 
\of labour.” 

According to this theory, therefore, wages depend upon two 
quantities > (£) the wage fund or.the circulating capital set” aside for 
the purchase of labour and *(«) the number of labourers. seeking 
employment. Wages, therefore, cannot rise unless either the wage 
fund increases or the number of workers decreases..- ‘ But since 
the theory takes the wage fund as fixed, wages could only rise by 
the reduction in the number of workers. Moreover, the wages of 
one kind of labour can be increased only at the expense of another 
kind. It would appear, therefore, that according to, this theory tho 
efforts of trade unions to raise wages are futile from” the point of 
view of the labouring class as a whole. If they succeed in raising 
wages in one trade it can only he at the expense of another, since 
the wage fund is fixed and trade unions have no control over popu- 
lation. 

irll Jjm theory has been widely criticised dnd stands rejected now. ‘ 
Mill himself recanted it in the second edition of his principles. The 
main objections are given below : ; . . . 

' ' -5lll„^91??ht that_ wages are paid out of circulating .capital^. 

^nether the source of wages' is capital or the present pro- 
ducts has been the subject of aoute controversy in the past. English , 
economists from Ricardo to Mill thought that wages were paid out of 
i oon* *' English and American economists of the period from 

18S0 to 1914 ’thought that wages were paid out of the present , 
products. Actually neither .of these views is entirely correct. In 
some cases where the process of production is short [e.g., final sfages 
of the productive process) wages are -paid ' out of the present 
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production. On the other hand, when any process of production is 
long the labourer obviously does not obtain wages from the produot 
of his labour either directly or through exchange. In Buch cases 
wages mainly come but of capital. ' - 

(2) Mill arg u ed th at wages were pa id o ut of a certain fixed pro- 
nortion ~ot ' capit ai"serasIde Tor'tIiis~ purpose! “This is also not true' 
Therels no fixed wage fund inTkls~senfie. "'The fund, if we can at all 
call it so, is elastic. "Its volume changes according to the prospects 
of profits. The productivity of labour at a given time is an impor- 
tant factor in determining these prospects. ( 

(3) The theory i s a mere truism. Without telling us about the 
sources of the wage s fund ancTthe method by which it is estimated, 

’ ifsimply tells us what is self-evident namely that the wage can be as- 
certained by dividing the wages fund by the number of workers/ 

(4) It assuages adegree _ oh .antagonism between ^ labour and 
capital thatThdes 'iibrexist . According, to the theory wages can only 
increase at" “the’"expense of profits. But this is not necessarily the 
case. In times of business prosperity both wage3*and profits can go 
up. 

(5) It is‘ also w rong Jo.assume„th at forcin g up of the wa ges will 
drive capital abroad — oapital is not so sensitive nor are the profits so 
-inelastib. Returns on capital fluctuate from time to time. 

(6) The wages fund _theory_do.es jaotjhelp usto understand why 

wages differ injdifferent occupations., ~ *“~ 

(7) The wage rates prevalent in different countries^ do not 
correspo nd to*' th e total „amount,of capital available. there." In new 
cofintricB capital is scarce and' the wages are high, opposite is the 1 

1 case in the old countries. • - 

8 . Residual Claimant Theory. This theory has been advanc- 
ed by the American economist, Walker. According to him wages are 
the residue left over after the oiSdrTfactors of production Kave'been 
paid.. Rent, profit and interest. Walker thinks, are determined by 
definite laws. There is no similar law operating as regards wageB. 
Out of the total production, therefore, after rent, Interest and profit 
have been paid the remainder is wages. If on account of the greater 
productivity of labour the national dividend is increased wages also 
will increase. The theory thus allows the possibility of inorease in | 
wages through greater efficiency of labour, 

1 This theory also has been rejected by most economists. It has 
several ’defects. \ln the first jplace it does not explain how trade 
unions are able to raise wages. -Secondly fiFighores the influence of 
suppy of *Tabour_on_ w igesb thirdly , one fails to understand why thb 
same'lavr'bT'suppl.VLatffi.-'dema nd th atbsplainsf the remuneration of 
other factors of production should not be applied to wages as*wel], ’ 
' Finally; 'thCresidual' claimant is not" the" worker butthepntf epreneuf 

9. Marginal Productivity Theory, of Wages : The marginal 
productivity theory takes into consideration both the supply of and 
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demand for labour. According to this theory wages aro determined 
i by the equilibrium between the forces of supply and demand. At 
' any particular time supply is more or less given, demand plays the 
1 more important part. Over long periods, supply of labour can bo in- 
creased or decreased and tho forces controlling supply also become 
! important, but these also ret by influencing marginal productivity. 
Therefore the theory is called the marginal productivity theory. 

Just as there is a demand price for commodities, there is a 
demand price for labour. The “demand for labour under typical 
circumstances of a modern country comes from tho employer who 
employs labour and other factors of production for making profits 
out of his business. The demand price of labour, therefore, is the 
wages that an employer is willing to pay' for that particular kind of 
labour. To simplify matters let us suppose that all labour is 
of tho same grade, i.c , one labourer is as good as another. Sup- 
pose an employer wants to engage such labour. How much wage 
will he offer ? Lot him employ labourers one after the other, just as 
a consumer consnmcs units of a commodity’ one after tho other. 
After a point the law of Diminishing Returns will come into opera- 
tion, when every additional labourer employed will add to the total 
net production at a decreasing rate. In other words with the 
increase m supply The marginal productivity of labour will fall. Up 
to what point will the employer go on engaging additional units of 
labour . Obviously up to the point where he thinks worth while to 
employ the last unit. He will naturally stop employing tho addi- 
tional labourers at tho point at winch the cost of employing a labour- 
er just equals (in fact it is a litte less than) the addition mado by 
him to the value of the total net product. Thus the wages that he 
nr! such “ lat)0 J 1 jer (the marginal unit of labour) will be 

equal to the value of this additional product or marginal productivity. 
. But since by our assumption all the labourers arc of the same grade, 
■ t0 t !0 marginal labourer will bo paid to all the 

In fact for any particular employer working under competition 
wages aro already settled by the market forces. He cannot influence 
wages appreciably by employing more or less of labour. Hois in 

™™t ;m, !lnl n 0: '' r rl -!f a , n individual consumer purchasing under 
competition. The individual employer like tho individual consumer 

JS?* h “ f ° UrC r aS wiD ec * uate their marginal productivity 

of labour to the prevailing rates of wages. It is the demandjff all 

In'** 6 w-’T— m Ul -Onggregate in relation~tothe given supply 
that determines the marginal productivity of Iabouras" a'wFole'and 
, the rate ol wages m the market. / " 

> ,, 3 C ;J5 ue / cc Supply, When we explain wages from 

tiie ade of demand we assume supply to be fixed. Similarly we 
can assume .demand to be fixed and say that when supply of labour 
* increases its marginal productivity falls, and conversely, when supply 
decreases marginal productivity rises. In the former wise wages will 
fall, in the latter they will rise. When we say that the marginal 
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productivity of labour has fallen we mean that labour is.put now to 
uses in which its net contributions to production at the margin are 
lower ; and conversely in the case of arise in marginal productivity 
its net contributions at the margin are higher. 

The supply of labour may be influenced by vari ous.factors, - The 
supply of labour as a whole depends' upon the growth of • populati on 
the problems of which we have already 'consideredI""~"Tlie supply of 
'labour in a particular employment can b8 increased^ at_the ex pense 
of ‘ other emp lo yments if the marginal productivity of labour and 
hence wages in~sucE~mnployments rise. A given supply of labour 
under conditions of perfect competition gets distributed in various 
employments in such a way as to make the marginal productivity 
of labour in all the employments the same. But if labgur cannot 
' move fron t one employment to anoth er fre ely,. marginal .productivity 
will be differenFin djffCTent ei^Ioyiaents„aud.wages.wih bo. different 
even - for the' same kind of lab our. This is, however, the problem 
, of rSlati v^l^rgeTwEidETwe’ s KalFconsider later. 

The sup ply of labour may_bejlecr eased by labourers refusing to 
jrork for a time. TlnsTTappens when labour Is*” organised into trade 
unions; The labourers may not ■ accept wages offered by the em- 
ployer if Buch wages do not pay for their habitual standard of living. 

, But as we shall see, it iB only when higher wages are justified by 
higher marginal productivity that they will be paid. Thusjabourers 
with low marginal productivity cannot demand high - wages merely 
oh„the,hasis3f ^their--6tahdard-ofdiving t ‘ In "the long" run; however, 
marginal productivity wages and standard of living tend to adjust 
with each other. , , 

' H. ‘ Wages and the Standard of Living. Late in the 19th 
• Century a modified form of subsistence theory was propounded by 
Borne writers.'- They contended that the wages tend to conform not 
1 to the level of mere subsistence but to that of the standard of living of 
tho c1hsb j of workers concerned, to which such workers have become 
habituated.! There isjsome truth iff this, modified form of the.theory 
'because the 'stan da rd of TivThg doos influence wages in several ways : 
^ jP?fs?7~wor&er3 as far as possible will "refuse” To accept' “wageslbelow 
their established standard of living and by-withholding the Bupply 
of labour will compel the employer to accede to their demand. 
^ Secondly , higher standard of living by increasing efficiency of workers 
may 'increase their marginal productivity and hence wages Thirdly, 
the standard of living may influence wages by. setting limit to the 
increase of population. If the wages do not cover' the established 
standard of living of the .workers they will abstain from .marriage or 
producing children. This will reduce the supply of labour, increase 
’ its marginal productivity and raise wages. 

It should be noted, however,' that stand ard of living ^depends .as 
much on. wages -jib wages' .depend > upon standard'of-living.’ Mere 
insisting - 'upoff'"a~ff’igher standard "of living,' however,' mil not raise 
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wages unless the marginal productivity of labour justifies higher 
-.wages. 


12. Taussig’s Theory of Wages. The American ■ economist 
Taussig gives a modified version of the Marginal Productivity 
Theory of Wages. According to him wages st and for tho marg inal 
disconnli'dprniucl of labour.' He belio\ es thafyou cannot arrived 
a specific marginal product of labour, i.e., there is no specific produot 
you may ascribe either to labour or to capital. Production is the 
result of a joint effort on the part of the various factors of produc- 
tion. Taussig conceives of the marginal product of labour as the 
joint product of labour. past as well as the present, determined St" 
tho margin" of cultivation "where "there is no rent. Capital he regards'" 
as past labour and enterprise also as a form of labour. The land at 
v the margin gives no rent. Thus the increase mado by labour to 
, total production at the margin of cultivation (labour including" past 
‘labour as well) is the marginal productivity of labour." ", 

But the labourer cannot get the full amount of the marginal out- 
put thus conceived. This is because production involves time and 
the final product of labour cannot be obtained immediately. But 
the labourers have to be supported in the meantime. This is done 
by the capitalist employer. But the employer does not pay the 
full a m o u nt jaf the^expected^marginal product of labour. He de~ 
ducts a certain percentage from the final output to componsate'hiin 
for the risk he takes by making the advance. This deduction, ’accord- 
, mg to Taussig is made at the current rate of interest. ~ Wages ' thus 
•equal the total product of labour on marginal land minus tho amount, 
miscounted as explained above. * — 


weaknesses °f this theory have been recognized by Taussig 
himself. Ftrst, it is “a dim and abstract one, remoto.. from (the. 
problems of real life To this bo replies that this weakness is com- 
mon to all economic generalisations. Secondly, a more serious objec- 
tion is that the joint product is discounted at the current rate of,. 
S But according to his own analysis the rale of interest 
a result of the process of advance to the labourers, because it de- 
pends on the excess of what the labourers produce in the future 
“ a , dva W ed fc0 them in the present. This would bo reason- 
+ T °r - m , cet ^ ls diffi °ulty Taussig suggests that we 
of . m r torest independently of-marginal productivity 
dlsnrvitnf ' ? r ®f eren ce and ivith the interest thus determined 
llSL Sfffi* Pr °, duct of 1a hour. This, however, hardly 

solves tho difficulty, jt merely evades it. 

p -JfTri 5 - 8 uUi r ma Hv analysed is a version of the 

S S iSS “ ° f ^? ges ' He “?* >u fuofc that wageeareT 

what is left after rent interest and" profits are deducted from the 
total output. As such the theory is open to all the objections -con- 
sidered m connection with the Residual Claimant Theory. 

13. Limitations of the Marginal Productivity Theory. We 

have already studied in detail the various limitations and criticisms 
of the Marginal Productivity Theory as a general prinolpleof distri- 
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..nation; ! .With reference to its application to wages .'we may., repeat" 
that the Jheory js true, only, j^der^e^m_as|)}inpMoD8»,Uke, .perfect- 
competition, perfertm^iiity^lj^otir. feom employment to employ- 
.mentj.homogeneous^charaoterof alljabqu^yconstentjrates.of .interest 
and' rent and given prices of the producij.'^lt is a static theory. The 
actuaVworTd is dynamic.'" All' 'the factors assumed ’^Fe'lionstant in 
fact are constantly, changing. Competition is never perfect, mobility 
•- of labour is restricted for various reasons, all ' labour ' is hot of the 
..same grade, remuneration to other factors of production do not 
remain constant and the , prices of the products of ' labour 
vary., All these changes modify the theory when applied to actual 
conditions. The thppry, hp J wev.er, as an assertion of a tendency js 
true and is valuable in understanding the basic forces tEat deterihine 
uatgejrates.., . - . ( ,% , ,, , ■ 

In the actual world, due to the absence of the above assumption, 
there is not one rate of wages applicable to; all labour. Wages 
differ Jrom.placedo-place,. persondo.persorL and.employmen t_tq,. em- 
ployment-.;- The reasons for these differences relate'to differences, in 
efficiency natural. orjiequired and other, elements of economic friction 
whioh we shall consider under relative wages. ^In the matter of 
bargaining, the. employers are in amuchrstrongeyposition! and l.tliey 
do'not.feel compelled to pay the wage, he^ can and. lip.ought. The 
workers too"do. not seek the best . maSreF oh account of ignorance 
and reluctance to leave hearth and home. Hence thejprovailing rate 
of wages ; is generally .less, than that warranted by marginal produc- 
tivity. It’is also difficult to measure productivity,, whether in terms 
of product or value?!/ •’* - ' ~ ; 

... : 14. Modem Theory of Wages. The.modern theory of wages 
applies to labour the fundamental principles according to which 
values in general are determined. Corresponding to market value 
and normal value of things, respectively, we have wages at* . any 
' given moment and wages in the long run;- “ Wages at a ny moment 
. ard detcrmined by -the marginal productivity of labour tb'tho entre- 
preneur, while normal wages,, (i u e. , „.wages ; . m,. the Jong run) must 
b ^Buffi'c tehf ; To~‘covef' the standard ^of life; of Jjlie workers in the grade 
concern edr^rh^he'ldhg'ruh?fh e iev el of wages tonds to ,/tha't point, 
at which the' iharginal productivity of the worker isT equal to? the 
supply prico'of the worker as^de^rmined^byjiis standard ofTife.’’* . 

J! Heally therefore. two limits within which the actual wage ;will 
lie. • The ppper limit.isTlxedlbythe. employer..according to.„marginal 
productiyityof.the worker. ■ The employer cannot afford., to pay. 
„ uaore than this, otherwise he * will lose, 1 . This limit may be called -the 
S zed nomic ipaqe. On the side of -the worker also, there':is , a ..limit 
below whioh he will not' accept * a wage, pdrmanently ; temporarily 
he may. This limit js„dptetminedj>y his s tandard of life. In -.the 
,long run - the wage must enable him to maintaiSTthisst'andard.' This 
may be called 'the socialjuage. ■■ Between these, .limits the wage , will 

1 Thornes, S.E.— Elements of Economics 1939, p. 258. ' : • 
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be settled somewhere according to the relative bargaining strength 
of the parties. 

15. Wages and Efficiency. There is a close relation between 
wages and efficiency. Greater efficiency leads to greater productivity 
of labour. This enables him to get higher wages. ' High wages 
in their turn enable a labourer to maintain a higher standard of living. 
Higher standard of living implies better food, clothing and -hous-- 
ing, better opportunities for training and reoreation, etc. All these 
things in their turn tend to increase productive efficiency of the 
labourer and his offsprings, and enables them to earn higher wages. 
Conversely, low wages by keeping the standard of living low lead to 
low productivity and lower earning power. Thus a vicious' 'circle'' 
may be created, to get out of which becomes more and more difficult 
for the people concerned. It is in this way that poor countries tend 
to beoome poorer and rich countries richer. The circlo of poverty 
can be broken only by conscion3 planning on the part of an enligh- 
tened State. Mere raising of wages, however, does not automatically 
raiso productive efficiency. It may inercaso senseless expenditure 
without raising the standard of living. 


^l^iJioweyer, higher wages arc paid in, response to greater 
^ 0 f u ^: lv ° kigh wages . nro no burden oh industry!' 

liras higtrwages do nofolways mean high cost of labour.' Intact 

PnLToi eS i may b t- C \ eap kb0ur P rovided higher efficiency more- than 
counterbalances higher wages. For instance, if wages 'in America 

v are four , tlrncs those in India, while productivity of 

is more than four rimes, Americau labour will bo cheap and 

withTnS 0Ur ^ ar - , W te . Of higher wages in America compared 

While nom.-nJ f ;&*■ v™omy,..o£J t i 3 hJqgZ3.’ 

be lower than inffidfa. ^ “ Amenca Wll! bo hi S her > roal cost will 


inventions^™,?™ Inven ^°“ s ' ? ow are wages influenced bj 
tions result in pf>rm .wer will depend upon whether the new inven- 
in Se Tconomfnf ‘ “““S I abo « °r capital. If an invention results 

nroduotiX^in f u b ° U i huS reduo!n S demand for it, its marginal 
productivity will fall and wages will tend to fall. If on the other 

to Sour' wAl’ be™ ’ JCestbedemand for capital, capital relatively 
relatively to that nf l ^ u P Gr ^ l ^ IS * Its marginal productivity Vill fall 
Se In uraetiee wi° Ur -r WageS then raa 7 ™t and may even 
oanital alone But mnst inventions economise either labour or 

Z ta tL Je 0fthem cccnomise more labour than capital, 
in the lomr neriod Tn ti ges ln ^! le sb ort period but not necessarily 
the increase in the natinm>l°r S P en ® d wa g ea may be increased due to 

ventious. The national dividend*^ bountfta ab ° Ufc b5 i th ° n °- W 1D ’ 
tions decrease Hi P nnnnfif^ r ena 13 bound increase because raven- 
OTtaut TthS T ° f forces required to produce a given 

other fields! Waymeans of Production are released for use in 

b °™ 7e [’. be made whether the' 'increased 

share of labour in the national dividend is relative or absolute. It 
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is quite possible that the new inventions may increase wages only in 
the absolute sense while'relatively to the share of capital the share 
of labour may go down even in the long run. 

17. Wages and Unemployment. Inventions affect wages by 

acting on the demand for labour, the ex iste nce of unemployment 

may affect wag es through. supply. Since" unemployment meansl-eserye 
supply or potentlaTsupply of labour one won't' 'expect that existence 
of unemployment would tend to depress wages. But this is true only 
under certain conditions as has been pointed out by Dr. Hicks. 
Wages may rise in the face of unemployment This is so beoause 
unemployment is of two kinds. The one kind is that was faced by 
almost all countries of the world during the world depression. Such 
unemployment undoubtedly lowers wages. But unemployment may 
exist in the sense of a large number of .pepple who for various 
reasons physical, mental, or moral do not or cannot offer themselves 
for work. Such people are unemployable and form' quite a fair * 
proportion of the population of almost every country. Their number 
in India is quite large. Stich people, do not form a part of the 
normal supply of labour though some of them may be employed in 
times of exceptional scarcity of labour. Their existence does not 
tend to lower wages of normal workers Such people normally re- 
main unemployed because they are not worth the marginal wage 
paid by the industry. 

18. Influence of Custom or Standard Rates on Wages Cus- 
-tom plays a much smaller part in the fixing of wages now than it 

used to in older times. In India, however, the influence of custom*, 
in the villages is still appreciable. As regards the remuneration of ' 
professions, custom plays still an important part even in advanced 
countries.** Lawyers and medical doctors’ fees are cases in point. But 
even here competition manages to play its part, though it is not 
fully operative. Lawyers compete with lawyers and doctor? with 
doctors at the standard fees. The competition depends upon differ- 
ences of efficiency rather than on price cutting, so far as standard 
rates are effective. Even in industry standard rates do operate to 
some extent. It is difficult to arrive at the correct marginal produc- 
tivity of a manager. The rates 'p{iid are usually customary or 
standard rates approximating to efficiency only m a rough way. 
Even wages though more carefully and accurately determined tend to 
become standardised and do not reflect accurately the differences in 
productivity. In practical life it is impossible to calculate as accu- 
rately as the theory demands. Adjustments are only rough and 
grave mistakesmay be made even by the most careful employer. 
Moreover decisions are not made on pure economic grounds. Per- 
sonal feelings of the manager or the foreman may intervene or the 
general state of trade may modify economic considerations. In slack 
times, for instance, a man may be kept on a job on account of 
philanthropic motives though he does not earn his wages in the 
economic sense. All these considerations limit tire application of the 
theory to practice, > > 1 
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19. Why Wages Rise or Fall ? The wage rate is determined 
by the interaction of the forces of demand for labour and supply of 
labour. Demand for labour is in tho last resort derived from de- 
mand for tho goods they produce ; and supply of labour depend? 
on tho changes in • population cither through natural increase or 
through migration. Any change on the demand side or supply side 
or both is likely to bring about a corresponding change in the wage 
rate. 

Broadly speaking wages_will_.rise under the following circnm- 
stances : — 


■/{i) Decrease in the working population either by deaths or bg 
emigration. ' l 

Improvement in the efficiency of tho workers. ' .• 

.'(m) Economic development of the country, .i.e., development of 
ngncu ure, trade and industry. Marked and rapid economic develop- 
men creates more demand for labour and increases tho national 

production 111011 18 thC 60UrC ° ° f rem,incrat ' ion for the agents of. 

the ^me^effect ns'aW^e?^ 101 ^ 1011 ° fthe nat,iral ^sources having 

Formation .of .strong^trade unions. 

" If f cfficicnc y-°f the employers, or increase in, 
their number creating a keen competition for labour. 

. '*•(»»<) -War. 

j. . var8e ^* fhe wage^-may-fcl! .in the following circumstances 
'' Increase in population ; ’ ' 

>w(li) Economic depression ; - 

"(iv) Destruction of national assets by war. 

ed with of Relative Wages. So far we were concern- 

which decide thp JY? iavc . examined the general principles 

against that o- . e s i' ar e of the national dividend going to labour ns 
against that gorag to the other factors of production. 

j explain the cam^oflliffY ls different. Here we have to 
j or occupations or cradef' nces , ln wn P cs in different employments, 

i persons in the snmf employment orgra n dt and alS ° h 0 *™ 

talked of labour as^uch 1 T ! agC3 .' va ignored these differences and 
neration. We assumed -du'vY ca P lt , a1 ’ etc -> assu °h and their remu- 
’ real life, labour 3 S n“t or ti! ah °’ ,r *? La ° f the eame standard. ^Iu_ 
are different SeTin^ 

In each erndntt^ t0 ^ m,r m a country may be classified. , 

SsTts oSrobl^T d,fferen t employments. Each employment 
own problem of wages. But the general principle of wage 
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fixation is the same; Wages eve rywhe re tend to ap proximate 
the mar ginal productivity oT labour. But the ' margmal produo> 
tmtv of .jabour will be'djfferenf )n~aifferent^ 'emplo ymen ts and grades 
i n. acc ordance .with .the. degree.of .-.scarcity _ of. each .kind. ,.of labo ur in 
relation .to ihe-demand for it, .or ultimatelyin relation to the demand 
forthe products. of each kind of labour.' This “is ~so because tho 
demand for labour issrdeffved" 'demand- from the demand for the 
products of labour . 

If there was free mobility of labour over the whole field of em- 
ploym?nt, real wage would tend to . be in proportion to the .relative 
efficiency of labour engaged in each kind of work. Real wages (not 
nominal wages) of workers of the same level of efficiency would tend 
to be the same. If workers in one employment were getting real 
wages more than in proportion to their efficiency labour would tend 
to move to that employment until increased' supply would bring 
down its marginal productivity and wages. An opposite movement 
would take place if an employment paid lower wages than justified 
by the relative efficiency, of labour. 

’ In the actual tvorld labour cannot, move.freely from employment 
to employment "espeoiallyTn-diiferent grades... Different grades tend 
tcPSeomne. "non-competing groups.” 

21. Non-competing Groups. While discussing general wages 
we assumed, as just noted, that ail labour belonged to the same 
grade. In actual fact the working population of a country may 
conveniently be divided into the following strata or groups. Each 
group is more or less exclusive. 

(а) The lowest group is the unskilled lab ourers who lack special 
skill and special training. Most of the heavy manual work is done 
by these people. 

(б) Above them are the semi- 8killed.workc.rs who possess some 
skill and .bear some responsibility, though they do not need much 
training. 

• (c) The third group is constituted by skil led workm en inoluding 

clerical workers and salesmen. Carpenters', '"elec’fcrioians. etc., belong 
to. this, group. , ' 

1 (<2) Then' there is the middle class consisting of ordinary business 
men and professionals. ' ' 1 

(c) The highest class is constituted' by successful^ profes sion als 
and business men, entrepreneurs) engineers,- etic7~' 

There are different employments in each of these grades and 
different wages may be earned by persons in different employments 
or even in the same employment. Each grade has a different level 
of earnings. What are the causes of these differences ? 

In India among other reasons, non-competing groups are created 
by the caste system. In’othe^ countries differences of opportunities 
for education and training available to different classes of people lead 
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to such non-competing group*. Supply under such conditions 
cannot adjust itself to demand. 


22. Causes of Differences in Relative Wages. Wo may now 
* summcri'-e the causes w Inch create differences m wages in different 
employments, professions and localities. 

Differences in efficiency. These may bo due to different in- 
born qualities, education, training and conditions under which work 
is perloim f d. 

[»tj Dri'-lence of nun-compiling groups. As explained abovo, these 
an c o because of the difficulties in the way of mobility of labour from 
lower paid to higher pud employment. These difficulties may be 
due to geographical reason, or social or economic reasons. Examples, 
lespuctively, are i tek of transport facilities, existence of family ties 
or caste barriers and lack of means for better training, etc. 

Jhe difficulty of learning a trade. The number of thoso who 
can master difficult trades will he small. Their supply will ho less 
than demand and their wages will be higher. 


'(iv) Differences tn agrccaldcncss of employment. Disagreeable 
employments must pay higher wages to attract labourers. If, however, 
diragreeable work can uo performed by unskilled workers who 

"i ° t>cLtcv (^ uo t0 <* or other incapacities) wages 

may be quite low, c.g., sweepers m India. 

'll,™ n»nnf” > 5 H SCte * Ha , n occu I ,ation gives hopes of future 
Sat.on P ^?n i a f“ ptftIo, J cratartin il > as n S ahlst another 
m the futuro 5 S m ‘ t,al rewards faut ™ chances of rise 


lu w .uc^tiv^iUt' 101 *!! n o aui that uli these factors create differences 
m y i f lS Ul ° adjustment of supply of labour to domand 

, omp 0 Y“«nts and g^es. Wages are in every 
teSoS - ti t* deSr , e ° ° f scarcit y ia relation to demand 
to each land oi work. arfi ‘ Dal productmt 5 r of labour with respoct 

Iower^,vanpsYn^n ffCS Women. -in most cases women are paid 
rer s oJtor tSB T?h C TT ^ nd ° f work - There are vanous 
custom iWJ? fctj c first place it is due to long habit and 

was regarded as a 

t cut Uo crowd mtn dvunced coun tries of today. Even today women 
wages these. occupations involving drudgery and depress 

t k o v d q C not n mn° f I , W ° m e . Q do IIOt Iua ko their work a life career 
l'neir ,um normaUv ®“ solres J Wlth proper education and training, 
rltem . LW n -i y to got married and after marriage most of 
them cease to earn independently and depend on their husbands. 

^. samc roas °ns, women do not organize them- 
selves into trade unions to enforce higher ^ wages for themselves. 


I 
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Their employment being only a stop-gap between school and mar- 
riage they do not give muoh attention to this matter. 

Fourthly, women workqrs are prepared to accept lower earnings 
because they have very limited obligations and responsibilities. In 
most cases they do not depend merely on their own earnings, evon 
when they are in employment. Husband, brother, father, may 
and do give them financial support. , 

Finally, men workers are muoh more reliable for continuous 
efficient work than women workers due to various reasons. Mon 
are physically strong and can underbake more strenuous work and 
can bear much greater nervous strain. Moreover a woman on 
account of biological reasons is partly' or wholly incapacitated 
for full work during certain periods of her life. 
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CHAPTER XX VIII 
SOME PROBLEMS OF LABOUR 

1. Introduction. In 1W previous ch;ipt»r wo wre concern': 
with the cenerol principles that determine. tho share of labour i n 
the national dividend. But these principle* do not always operaF 
freely. Competition is never perfect on both aides, The employe 1- 
baa certain advantages over the employee as we hi) nil see. The cm* 
ploy ccs therefore have to lielp thems'i'lve-i by ore miration and infis* 
to tit action. The balance is nl-o redressed by the notion of the 
State through legislation Using minimum wages and introducing 
various schemes of social insurance. In this chapter we propose to 
ntudy the problems arising out of mi eh seif -help and Slate, help 
accruing to the labouring classes. Wo begin with trade unions, - 
tho workers' organs of rclf-kelp, ' 

2. Trade *11010113 or Organisations of Labour. "A trade 
union,” in the words of Webbs, ,4 is a continuous dissociation of wage 
earners for the purpose of maintaining or improving the conditions 
of their employment.’’ 

Why arc trnde unions necessary 1 We have already rech that 
the wage earner, standing isolated, is in a very weak bargaining 
position vis-a-vis his employer. This is due to certain peculiarities 
oflabour. Labour is the most perishable of commodities. It has 
no reserve power. A day’s labour withheld is lost for ever while the 
labourer whether lie earns or not has to bo fed and otherwise main- , 
tainod. The labourer therefore cither must work or starve. SIorM 
over, there i£ another reason why an employer is . in a belief!, 
bargaining position. “ For it must bo remembered, ” says Marshall/-. 
“ that a man who omploys a thousand others is in himsoif an abso- 
lutoiy rigid combination to the extent of one thousand unite among : 
buyora in tho labour market.” Duo to this weakness in bargaining.,*' 
the labourers tiro likely to get wages much lower than their margi- 
nal productivity. Lower wages in this way have cumulative effect. 
Lower wages may reduce efficiency and hence tho marginal 
productivity of labour. 

It was therefore found by tho • labouring classes, early its tho 
industrial advancement of the various countries, that unless they 
improved their bargaining position through forming trado unions 
they were in daDger of serious exploitation by tho employing cIses. 

Trado unions in modem industrial countries arc militant orga- 
nisations fighting for tho rights of the workers. Their aim is "to 
ensure adequate wages, better conditions of work and more recently 
to secure some share in the control of industry. By creating a fund 
of their own through subscriptions of members, trado unions give 
financial help to labourers in the form of sickness and accident 
benefits, support them during unemployment and daring strikes 
and look-outs arising out of industrial disputes. 
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~ 3. Trade Union and Wagcs. The question of wages bas been 

and still is the main concern of trade unions. Thclabour .leaders 
always Jbelievo-that.trade unions, by improving. .the. bargaining. power 
of. labour. could raise , wages. ...On the other hand, the classical -~ecoA, 
nornists argued that wages could ‘.be .raised only at ...the, ^expense ofi 
profits and , a fall. .in... profits ..by . .decontinuing industrial^ activity 1 
would reduce demand for labour. Thus either wages" muBt 'be re- 1 
duced'or unemployment must be faced. Trade unions according to\ 
this view could not' raise wages permanently. It is also pointed out 1 
that wages are determined by marginal productivity and the unions ' 
'can haye no influence in the matter. 

V^Trade unions, however, can' raise wages mainly in two ways 

(i) Trade unions can ensure that labour is paid to the full value 
of its marginal productivity. •< Under perfect competition no doubt 
wages tond to equal the marginal productivity of labour. But compe- 
tition in the actual world is rarely porfect. Hence wages do not 
come up to the marginal productivity level if the bargaining power 
of labour .is weak. By improving the bargaining power^oiMabour 
tradejmions can thus "raise wages up tiT the marginal productivity 
leiob^-^- ~ _ ’ .. ... ~ 


•' (ii) Trade unions can raiso wages in another way too. They 
can- imprqyq tho marginal productivity of labour. Trade unions 
can raise the marginal productivity r of labour injtbree ways t— 
(«) ByTqrcing , the inefficient employer to use more up-to-date' ap- 
pl|anees„and organisation.” It should 'Be remembered that the . mar- 
ginal productivity of labour,. among other things,- depends upon the 
population in which labour is combined with capital and other re- 
sources. (b) By improving the efficiency of labour itself. This 
may be done by fostering habits of sobriety, thrift and honesty and 
by helping the younger generation to aoquire bettor eduoation and 
training. 1 : (c) Trade • unions may inoreaso . the marginal produc- 
tivity of particular group of labourers J by restricting _ its^ supply. 

. Byt this policy will succeed only.undor .certain conditions. These con-; 
"dltions are : '(1) The demand for that group of labour must bo 
inelastic, which means that the demand for the commodity which 
the group helps produce must be inelastic; (2) the wages !of 
the said group must form a small proportion- of the total cost' 
of production of the commodity’ concerned ; and (3) -the other factors 
of production must be “ squeezable ”, . In other words, they should 
not be easily transferable to other, uses.- In the long run, however, 
j there is a danger that the employers may 'adopt ■ substitutes in > -the 
way of labour-saving appliances and demand for labour may fall ; off, 
thus; bringing down wages. Trade unions can , raise wages if , they 
_are all-inclusive and it is diffioult‘'ttrimport'‘rblack-legs;’~'“"'-,-;; ' - ■ 

• • 7T4* "Merits and Demerits of Trade Unions. While 'on the one 
. hand ttrado.uniqns have proved a. booh to .the workers,, "they ".have 
not escaped ‘Criticism. The trade unions- have proved beneficial in 
the. following ways l 1 *”' 

■ ' (i) A strong trade union. is a guarantee of industrial i peace and 
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makes for stability of the industry. Any dicisfon agreed upon collec- 
tively by the v. orb era is bound to command obedience of aid 
respect ninone the gem ml body of worker 1 

(if) By insisting on standard rate* of wages, they have helped 
in weeding out inefficient employers. 

(iff) By their mutual-help functions they hare considerably 
improved the efficiency of the workers. The levelling np of .vase- 
!ms gone n long way m eradicating squalor and |ioverty from nmo".; 
the mnffes of workers 

(it) The rise in labour co=ta consequent on the increase cf 
wages baa given a fillip to the introduction of labour-savin; 
machinery. It has resulted in great technical advance * „ 

On the other hand, tho trade unions have been subjected to. 
severe criticisms particularly duo to some of their anti-social nctivi 
ties. Tlie following arc some of tho charges levelled against them 

(i) By undue insistence on tho payonent of standard rates. of 
wages, they have only levclhd down tho earnings of superior 
workers. 

(ii) They have adopted a hostile attitude towards rationalisa- 
tion or improved method 5 * * * * * 11 of production lest some workers should 
have to go out of work. This nttifudo has retarded technical prog- 
ress nnd reduced nnlionnl dividend 

(iff) They often advocate a po-«lou policy which ultimately 
recoils on labour by reducing the national dividend nnd the volume 
of employment. This exposes the * work-fund * fallacy. 

(itd Intoxicated with their strength, the unions have some- 
times launched strikes on flimsy grounds and dono incalculable 
harm to themselves, the producers nnd tho community generally. 

(e) They create artificial scareitv of labour by demanding that 
only union personnel should bo employed. 

. tho wholo tho unions have supplied a felt want and filled ■ 
an important gap. It can easily bo seen that in tlicir absence, 
the workers would have been ruthlessly exploited. If tho masse 11 
suffer, does the nation gain 3 

5. Industrial Disputes. Industrial disputes between labour 

and capital have become more or less a natural phenomenon of 

industrial life in capitalist countries. Such disputes either lead to 

strikes, which means refusal of workers to go to work, or to look-outs, 
'which consists in the employers rofuBing to allow workers to work. 
Strikes are more common than look-outs, since the aggrieved party, 
the worker, mostly takes the initiative. 

Should tho workers have a right to strike 1 This is a contro- 
versial matter, especially in tho case of publio and quasi-public in- 
dustries. Stopping of work in industries like railways, tram services, 

water and .electric supply, causes tho paralysis of the life of 

the community. As regards private industries, especially those that 
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ace not basic, the right to' strike is usually conceded. Even in 
public industries, however, if there are to be restrictions on the 
workers right to strike, justice demands that the grievances of 
the workers should be given a proper hearing and their rights 
properly safeguarded by public authority. 

Industrial disputes leading to strikes in any case have serious 
consequences on the life of the community. The workorB, the 
capitalists and the consumers /all have to suffer. The workers 
lose their wages, and the employers their profits and their hold on 
markets specially foreign markets and the consumer has to go with- 
out the service supplied by the industry concerned. It is necessary 
for all concerned thcTeforo to create conditions which will reduce 
to the minimum the ''chances of industrial disputes. • Further, 
machinery must bo created to tackle disputes when they have occur- 
red. ' The first involves the investigation of causes of industrial 
disputes. 

Broadly speaking there are three causes which lead to industrial 
disputes and labour unrest in general. 

(i) The desire of the workers for a higher standard of living. 
This involves the solution of the problem of nn adequate wage. To 
meet this demand various modifications in the wage system havp 
been suggested and tried in some countries, sliding scale system, the 
various bonus systems and profit-sharing schemes and fixing of 
minimum wages. 

(it) The desire of the workers for greater economic security. 
This involves the problem of unemployment which will be consider- 
edfi at the end of this chapter, 

(in) The demand of the worker for some participation in the 
management and control of industry. Several methods are sug- 
gested to achieve this end which wo shall consider in the subse- 
quent sections. * , 

( iv ) Disputes arise also on the question of working hours. These 
are, however, now fixed by legislation. 

(v) Dismissal of a * popular worker or their leader, or non- 
recognition of the unions also sometimes cause disputes. 

As regards the settlement of industrial' disputes, after such dis- 
putes have arisen, conciliation and arbitration boards havo been 
tried in several countries with a considerable measure of success. 

6. Premium Bonus System. The bonus system is devised 
to meet the defect of tbe time-rate system and the piece-rate system. 
When wages are paid according to time tbe danger is that the 
‘worker will not put in his best. On the other hand, when wages are 
paid by the piece the worker is likely to produce work of inferior 
quality “by hurrying it up. "The idea of the premium system," says 
Chapman, “ of which there are many varieties, is that a standard 
output should be assented to, and that for, any additional output 
'lower piece rates, perhaps progressively -lower piece rates, should be 
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paid. ” This prevents the worker from overworking, since .extra 
earnings diminish as time goes ■ on. There is. thus Jess chance of 
hurried or scamped work. In this . way ^defects of the peace ratj 
svstcm are removed without sacrificing its advantages. 

There are various varieties of the premium bonus system; - 
Sometimes a bonus is paid over and above an agreed time rate if ■ 
the worker achieves the ‘^efficiency rate” in respect of his output. 
In other cases the efficiency rate is the minimum and a bonus is paid 
in respect of any output in excess of this minimum. ' In the former 
case bonus is paid because of the time saved, in the latter beoause of 
the additional output produced. To give an example of the former 
there is the Halsey system of the United States. Here the bonus 
takes the form of a pay ment equal to half the ordinary time rate 
per hour for whole of the time saved. Supposing the time allowed 
for a job is 10 hours and the rate is 10 d per hour. A worker who 
completes the job in 8 hours would receive (10 X 8) d+a bonus of 
(2x5) d. a total of 90 d 1 . ' . 

7. Sliding Scale. Under the sliding scale schemes wages are 

• made to vary according to changes in the price of the product, or 
-the cost of living or the profits earned by the industry. When wages 
.are correlated with prices certain basic prices are taken. If the price 
of the product rises the wages are made to rise in a given proportion. 
If prices fall wages are reduced but generally they are not allowed to 
fall below a certain level. Similar arrangements are made as regards 
variations in the cost of living and profits. 

The .sliding scale system according to prices is sometimes criti- 
cised on the ground that it exposes the labourer to a shrinkage of 
wages duo to factors which in no way reduce profits. For instance, 
prices may fall due to improvements in the methods of production, 
cheapening of cost of carriage, reduction in business risks, etc-. Re- 
duction in wages under such conditions will not be justified.* This 
merely' proves that basic rates should be revised frequently if warrant- 
ed by changes in business conditions. 

1 As regards the sliding scale according to cost of living, various 
< objections have been raised against it. Among these are the imper- 
fections of the index numbers, the fact.that under such a system real 
.wages tend to remain stationary, that only lower paid workers 
..benefit from it. ' 

To these objections the supporters of the system reply that the 

. -purpose of . the system is merely t-o keep the purchasing power of 

- money wages constant. . To increase real wages labour must press its 
.. laims through its organization — the trade unions. Sliding scale 

• system at least adjusts money wages to changing prices arid leaves 
.ihe labourers free to force a rise in real wages when 1 - necessary., More- 

• <,Yer„ the objections can be met by improving the index numbers^ 

• nd by provision of full compensation for changes in the cost ol 
living. . ■ 1 , * 

t. See S, U. Thomas— op cit. p. 341. . - , 



SOME PROBLEMS OF LABOUR 


347' 


8. Profit Sharing. Under this system the workers ars. given 
a certain percentage share in the net profits of the industry in addi- 
tion to their usual wages. Various methods are adopted, the most 
common being the cash bonus scheme. Under it ascertain proportion 
of net profits of the concern are distributed periodically among the 
workers. 

Several advantages arc claimed for this system { i ) that it reduces 
social friction and creates goodwill between the employers and the 
workers, (ff) that it binds the worker more closely to the firm, (m) 
that it giv°s the worker incentive for greater output. 

On the other hand the system is criticised on various grounds (t) 
that most of the benefit of additional output goes to the employer, 
(ft) that it destroys the worker’s solidarity, (in) that it checks 
mobility of labour, (tv) that profit sharing should also involve loss 
sharing. But this cannot be done unless the workers have share in 
the management add control -of the industry. 

3. Labour Co-partnership. This system resembles profit shar- 
ing closely. The only difference is that in profit sharing-tho workers 
are excluded from the control of the business', in co-partnership the 
workers are granted a limited share in control. This is done either . 
by encouraging them to buy shares and thus gettiug the ordinary 
rights and responsibilities of shareholders or they are allowed to 
appoint one or more members as their representatives on the Board 
of Directors. This distinction has tended to disappear in recent 
years since committees of representatives of workers and employers 
have been increasingly set up for administering both the profit shar- 
ing and co-partnership funds. These committees also exercise wide 
powers in the details of workshop management. 

The various merits and demerits pointed out above in the caso 
of profit sharing also apply to co-partnership. With the additional 
detect that the worker is liable to lose both his sayings and his em- 
ployment in case the firm fails. Further, the labour directors are 
always in a minority. 

The profit-sharing schemes have not solved the problem of 
industrial conflicts even in England where they have been given a 
fair chance. The scheme is, however, still in an experimental stage 
and has been applied only in a narrow field. 

10. Works* Councils. One method of seeking co-operation of 
the workers in the control of business is that of workers' councils 
tried in England. The scheme was first formulated after the report 
of the famous Whitley Committee in 1917. Works’ committees are 
organized in each firm consisting usually of equal representatives of 
workers and employers. In some cases only workers ‘representatives 
constitute ^ these committees but they have acoess to the manage- 
ment for discussing outstanding questions. Apart from these, district 
councils are organized consisting of representatives of trade union 
and the employers in the industry concerned, , < 
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Works Committees also known as Whitley Committees succeed- 
ed to some extent in establishing peace and harmony between 
workers and employers. They created a greater sense of responsibility 
among the workers by giving them opportunities of influencing 
decisions in the conduct of business/ Disputes in most cases were 
tettled by voluntary discussion. 


11. Minimum Wage. Another method of reducing industrial 
friction is by ensuring adequate wages through fixing a minimum 
wage by legislation below which it is an offence to pay a person. A 
minimum wage mav he fixed in certain selected industries usually 
called ‘ sweated trades” or it may be introduced on a national scale. 
Let us take the case of the selected industries first. Suppose the 
State fixes a minimum wage in the “sweated trades”. What will be 
the economic effect of such policy on the worker, the employer, and 
the consumer ? The consequences will be different under different 
circumstances. 


/**>■ 

Suppose a minimum wage above the competitive level is fixed 
!p, on c, 0 J a selected industries by law or by trade union pressure, 
the State can force the payment of a minimum wage but it cannot 
torce the employers to keep employing all the workers. The services 

l f r„ me m'° rk ? rS mr t y be dls P cneed Wlth and they may be replaced by 
, | e ,, cler L w °rkers. Thus the minimum wage scheme does not 
rp^tnbn?- for rT h , OSC ben f H* it ifc was introduced. It merely leads to 
fixtd b^a°V ab T- , T 3 here is also the danger that the minimum 
f. thn 3 trCated aB b y the employers. There 

is thus a levelling down instead of levelling up of the wages. 

of the f Wage can be shifted to the consumers the price 

mav ni hf 'm' nSe and no unemployment may remit. Rut it 

petition or hpra? & p° F aise tbe P nce eit ' 3er because of foreign com- 

Sfn the dpmn J °r f th .V ^.lability of substitutes. In other words 

passed on to tl p ° r tbe P roduc t.is elastic higher wages cannot be 
passea on to the consumers. ° 


assumed^the 'burd^f Tfv 1 ? ami ’ n e onl .V normal profits, as we Save 
for long! If £ Wll! fall ° n P r °Sts, but ,t caunot fall on profits 
enterprise will^nnf fl 1D * suc \ tra< *es ai *e depressed new capital and 

“ ffiJLSXfc' tb »e th * <"r M “4 1 r s 

n , . i 5 ts for a time, if it is specialised and fixed. 

contraction 1 of theTndustTv"^ ^ Z™'* ? Sulfc eitUer faeCa "^‘ °f 
labour savins miPh.np fc f J =onoerned or due to substitution of 
aoour saving machinery or labour saving methods of production. 

small proportion*^ may not re8ldfc if wages form only a 

of price ma v i t ^ C ° St of P^dnction. Then a alight ram- 
mi higher waTi. mp8nSate th ° em P loyer ** incurred!, y p»y- 

raonopcdiatof tbZnrn^ZZ'^ may not resn lt if the producer is a 

is comparativelv inehttm °°T ^ufinT* 1 ?? de “ and for the P rodnC ] 
other public utilities ’ 9 ’’ PPy °f electricity, witcr, gas and 



349 


SOME PROBLEMS OF LABOUR 

If the minimum wage fixed is below the competitive level such 
trades will attract capital and enterprise due to abnormal profits 
enjoyed by them. Their demand for labour will increase. The new 
recruits, however, will avoid such trades. Partly due to reduced 
supply of labour and partly to increased demand wages will rise to 
the competitive level. 

If the sweated trades were previously giving abnormal profits a 
fixing of 'wage at the 'competitive level will not cause unemployment, 
it will mean a cut-in the profits down to the normal level. 

1 12 . The National Minimum Wage. The fixing of a national 

minimum wage (e.g. a minimum for all the employments in the 
country) may have more serious results, especially if the wage is 
above the competitive level. In this case all loopholes are stopped. 
There nannot be any re-distribution of labour. Everywhere they 
must be paid at least this minimum wage. 

To avoid its being counterbalanced by higher prices the national 
minimum will have to be a real minimum wage not a fixed money 
wage. Since no worker can be employed below this minimum, a 
worker dismissed by one industry cannot find employment in an- 
other. Dismissed workers would thus be permanently unemployed 
unless they improve their efficiency. 

The burden cannot be shifted to the consumer by higher prices 
because higher prices must be followed by higher wages to keep the 
real wages the same. Profits could' not be maintained by altering 
methods of production since the prices of labour saving machinery 
and other devices would also rise. The result therefore will be wide- 
spread’ unemployment and contraction in a!ll sorts of enterprises. 
This will check accumulation and investment of capital. 

Moreover, the unemployed will have to be maintained from 
public funds which will mean higher taxation and a still greater 
burden on industry and enterprise and still greater unemployment. 
Thus while productive activity will decrease taxation due to ex- 
penditure t on the growing unemployed persons will increase. s The 
community will head towards nation-wide poverty by living on its 
past saviugs. The springs of economic activity will dry up if this 
policy is persisted in long enough. v > 

But it is not to be inferred that fixing of a minimum 'wage is 
necessarily detrimental to the interests of the workers There are 
several circumstances in, which it is bound to prove beneficial to 
them. 

(1) In industries where large capital has been sunk and ex- 
pensive specialised plant is in ' use, the industrialists are helpless. 
They must carry on even if the wages impinge on profit*. In such 
cases profits are squeezable. The workers can continue receiving a 
high wage without any immediate danger of unemployment arising 
out of the closing of factories. 

(2) It is possible that increased wages may be spent by the 
workers in such a manner that their efficiency is'improved. This 
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will raise tbeir marginal productivity and they will begin deserving 
the high wage even if they did not d<‘iervo before. The increase in 
wages will then cease to be at the expense of profits and there will 
be no danger of capital being driven out and unemployment' being 
caused. 


(3) It is very likely that the workers being poor and unorganised 
were being exploited by the employer?. The raising of the wages 
will only be an act of belated justice and there will be no reason for 
the employers to send them away. 


(4) Finally, if the country maintains a system of unemployment 
benefits, the workers do not suffer. They receive tin* doles from 
the State all right the burden of which frxlla on the wealthy tax-payers 
The minimum wage thus prove, an instrument for the transfer of 
wealth from the rich to the poor and makes for economic and 
socinl justice. 


Fixing of the minimum wage can bo advocated on home positive 
grounds : (a) It will guarantee a reasonable standard of life for the 
workers, improve their efficiency and lift them out of the morass of 
poverty ; (6) it will curb the selfish and anti-social activities of un- 
scrupulous employers who exploit labour and try to reshuffle labour 
to avoid paying a minimum wage fixed for certain trades ; (c) it 
will weed out inefficient employers who cannot earn enough to pay 
the minimum wage. The standard of industrial management will ri-e 
It must, however, be recognised that the minimum wage will 
make the wage system of the country rigid and inelastic so that it 
will be difficult to adjust costs to prices. There is also the difficulty 
, . JPff ^ le wage.. If it is fixed too high, competitive strength of 

the industry will be impaired or employment will diminish. If it is 
nxed low, it confers no benefit on the workers. 

13. Settlement of Industrial Disputes. In spite of all these 
fcnorts at avoiding occasions and causes of disputes, however, dis- 
putes may occur and they do occur. It- is therefore noocssary to 
ave some machinery for the settlement of disputes after’ they have 
arisen, there are usually two methods of meeting such situations : 
(t) Conciliation, and (if) Arbitration. 

thn J i L Conci l*? t,on - The essential feature of this method is that 
« BBt, r roachc . d , b ? the representatives of workers and ern- 
J lemselves, with or without the mediation of an outside 

England the Conciliation Act of 1S9G permitted the 
registration of any Conciliation or Arbitration Board for the purpose 
, .. rm S ln g the parties to the dispute together and thus avoiding 

!fr' f rIr. Cnd j d i BpUtC8 '- B ' V a l lother A ct in 1911 this scheme was 
gt enea by instituting joint panels of employers find represen* 
tatives of labour known as Industrial Councils. These councils 
have done very useful work. In India the Trade Disputes Act o£, 
tygy empowered the Government to appoint a Conciliation Board to 
enquire into any dispute on the application of one of the parties, 
ouch arrangements, however, do not eliminate all possibilities of 
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strikes since there is usually a feeling of distrust especially on the 
part of the trade unionists. 

When the chairman is absolutely independent and a man of 
outstanding personality and integrity conciliation boards have done 
excellent work. This was the case in Ahmedabad where Mahatma 
"Gandhi usually acted as the arbitrator. - > 

(ii) Arbitration. In the case of arbitration the question at 
issue is placed before^ an outside person for settlement. Arbitration 
may be voluntary as in England or compulsory as in Australia and 
New Zealand. Under voluntary arbitration the dispute is referred 
to a Court of Arbitration (constituted in England under the 
Industrial Courts Act of 1919) consisting of representatives of em- 
ployers and workers. The dispute may be referred to the Court 
either by the consent of both parties or by the Minister of Labour 
without the consent of either of the parties. The award of the Court 
though generally accepted is not binding on the parties The report 
of the Court is published and the pressure of public opinion in many 
cases forces the parties to accept the decisions of the Court. 

In Australia and New Zealand in the case of industrial disputes 
the decision of the Court of Arbitration is binding on the parties. 
Strikes aud lock-outs are prohibited by law and are punishable by 
fine or imprisonment. Compulsory arbitration may involve consi. 
derablo hardships especially in countries where the scope for alter- 
native avenues of, employment is limited. In Australia, since 
agriculture is outside the scope of the Arbitration Act, there is an 
outlet for capital or labour. “ In fundamental industries,” sayB 
Chapman, “upon the steady activity of which the whole community 
is dependent, for instance transportation, there is most to be said for 
the system of compulsory arbitration.” 1 , 

.14. Unemployment. One of , the greatest causes of labour 
unrest in modem industrial countries is the insecurity of employ- 
ment. The spectre of unemployment constantly haunts the working 
classes, "it has been described as the “shadow side of progress’* and 
its fear is stronger than the fear of any other disability to which the 
labourer is subject, i.e., sickness, old age or even death. It is 
necessary, therefore, to find out the basic causes of this malady ‘of 
the modern economic system in order that adequate remedies may 
be suggested. / 

Technically speaking, unemployment is defined as a state of 
affairs when in a country there are large members of able-bodied 
persons of working age. who are willing to do work' but cannot 
find it at the current wage levels. People who are either unfit for 
work for physical, mental or moral reasons or who do not wafit 
to work are excluded from the category of the unemployed. Those 
who are unfit may be called unemployables and those who are 
fit but refuse to work are parasites on society. Both of these 
categories are quite common in this countrv. Children, the sick 

j L_ : “ 


l . , Chapman — op. cit , p, Jol. 
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and the very old or otherwise complete]? disabled are examples of 
tho first. Ihrs nnd fnqira and sadhiis, and non-working landlords 
are examples of the second. 

engagement in some product ire occupation does not 
nnrf mUt? m . C3n nhscnee of unemployment, People who arc onlr 

beS fnU Ptoycd f 0r Jf re d0II J s infcnor jobs ’ * h,,c they could do 
common o C " n ^ e( l ,,,,l '‘ 1 y employed. If this phenomenon is 

v tZh n y Cfl11 lt R Unte o[ underemployment 

nlovmmt 2riu‘ V T f ° r th0 P ™ S i' erit - v of tho country. Full cm 
klif °T e 7 able-bodied person is employed in doing 

It can c5s[°onT h,Cl1 iifi ,S r b °f fit 1 tcd - F «» employment is the ideal 
Under Sfi'S a pi ' rfcctl - v P , ' umed economy like that of Russia, 
that iLn hS i°V ms '"‘employment is inevitable. Tho bast 
post.blo C 19 ° ep th ° number of lhe unemployed as low as 

twoen auftjVctfr^ „nH Y pc ' n P'°! r ’ mcnl - Chapman distinguishes ho- 
crS a arfdStoS,Snf ,teC ?f' ° f ,mcm Pieymon t 'Subjective 
whether inborn or nm ' Y ClUn or nlora l delect* of the individual, 
cau«ea spring from thcSS’ curabl ?.° r "’curable. The objective 
no control. ^Suoh are • f/Urnd^ V ^ ,cb .. t .| ,e m(il 'idual himself has 
seasonal supply (iv) indultml la C ' C es ’ "^onal demand, (in*) 
nor seaaonalf(e) the system of n C mn | L T> WblC1 aro noit!lor cyclical 

Jag- A foi n^ £i t lT^M^ n \ hlbo ^ nnd W the social time 

As regards the subjcctiyc ° f tbo ob i cotire causes 

b F us, people who are unfit for acc . ordin 8 to tllc definition adopted 
the unemployed mploymcnt are not counted among 

chapter. SuffiS’to my tero tha^ bu”^ C> li C,l ' S in a ECp<,rntu 
more or less regular interval* business depressions recur at 

activity is a t a low ebb and unnmnV,” 5 t,n J c ? ° f de P ra 3sion8 business 

are thrown out of omnloymon# m P*°y mcnt increases. Somo people 
flow much unemployment will ? bCr8 ar ’ conly partially oniplayid. 
city of wages. If wages can bo r a , crcatcd depends upon tho elasti- 
on employment, but trade mii nn edUCC ^! nori! people can be kept 

Hence those who do not ‘‘earn’' t L- lISUaI y re3 ‘ sfc wa S° reductions, 
stances have to bo dismissed Wa ® es undor the new circura- 

Owing to the elack^season the°do eco “°"? ic activities aro seasonal, 
reduced and unemployment is the f °£ Iabour is considerably 
work only during sCmer mont ^ , lc ° factorics for ^ tance 

seasonal. From three to five mnn 'n Et ?P lo yment m agriculture is 
has very little to do Ho is undo?* ’ S i m “j year 0Qr agriculturist 
sowing of crops and reaping of the harvest^ betweon e the time of 

methods and processes^Biit -^ bese ’ m ply the invention of new 

change only sFow^nvtrE:™^^^ ° f productioa 

simultaneously. If however tnnh f 0t thrown out of employment 
y ji, However, such changes are rapid, as it happened 
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3 when the Industrial Revolution occurred, ■ large masses are thrown 
$ out of employment. This happened to our artisans engaged in 
indigenous industries when foreign machine-made goods began to 
flood the Indian market during the 19th century. Technical ad- 
!! vancea, however, if they occur in the same countries ultimately 
‘ oreato new forms of employment and absorb the surplus labour. But 
: since labour cannot easUy move from place to place and employment 
3 to employment considerable distress may be caused during the short 
- period. 

(iv) Casual labour. Casual labour is labour employed for short 
7 periods for doing odd jobs, such as labour in dock yards and similar 
1 places. Usually such people are of poor physique, intelligence or 
f industry and get employment only when trade is brisk. They are 
constantly leaving one job for another. “ Many people who are 
' prone to slackness like, or drift into, work of the casual kind, and 
a8 many who, take to it succumb to slackness, irregularity in the 
i provision of work is encouraged.” 1 

? - (o) Social time lag. Social time lag refers to the period which 

: intervenes between a worker’s leaving one employment and finding 
• another. This period is larger in times of bad trade and shorter 
1 when business activity is on the up\vard grade. It also varies with 
! the character of the labourer and the kind of his economic environ- 
ment. It is quite possible to have surplus of labour on the one 
: hand and sfiortage on. the other. This is due to the lack of 
1 proper contact between those who want workers and those who want 
' jobs. 

(vi) High wages. Wo may add that unemployment may also be 
caused by trade union action. If trade unions succeed in enforcing 
a level of wages not justified by the marginal productivity of labour 
such labour is bound to'bo dismissed sooner or later. The same will 
happen if a legal minimum wage is enforced which is above the 
•productivity of the labour concerned. 

(vii) Growth of wealth. According to Keynes 2 , unemployment 
may also result from the growth of wealth in a country. With the 
increase of their incomes people tend to spend a smaller and smaller 
proportion of it on immediate consumption. This reduces the... de- 
mand for consumption goods and hence the profits of the entrepre- 
neur producing such goods. The entrepreneurs react by cutting 
down the volume of employment they offer to the factors of produc- 
tion including labour. This tendency can be counteracted if the 
larger savings lead to larger investment. But in wealthy countries 
opportunities of new investments are comparatively few. Hence 
new investments may not counteract the effect of the relative re- 
duction in consumption. The result is that a portion of the labour 
force will bo unable to find employment. 

16. Remedies for Unemployment. The best remedy for un- 
employraent is economic planning. Under a planned economy 

1. Chapman— op. cftT p. 351. ~ • r ~~ 

2. Keynes' General Theory of Employment, Interest and Money. 
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there need be no unemployment. During the great depression (1929- 
1934) there were over 24 millions unemployed in the United 
Kingdom and over 4 millions in the U. S. A. In the planm-d 
economy of Russia there was not a single unemployed person. 

Short of socialistic planning, however, various remedies can be 
adopted to keep unemployment down even in a capitalistic society. 
Among these are : — 


(») Establishment of Employment Exchanges. These are institu- 

tions which keep registers for the names of the unemployed persons, 
their qualifications and needs on the one hand and record of the 
needs of the employers on the other. Thus they bring- people in 
search of work and those in search of workers together. Apart from 
this some other advantages also flow from such institutions. They 
not only reduce the social time lag but also furnish information which 
may enable the labourer to improve himself. Further such i 
system can help children and young persons to find employment 
. E ft er leaving school. They can also give advice for continuation of 

education or training after the school stage. Finally, they can be 

used to minimise casual labour, which can be helped to find more 
regular employment. 

(ii) Unemployment due to trade cycles can be tackled in two 
: ~( a ) b>y spreading the reduced demand for labour over all the 
affected trades, and (6) by making public demand for .labour com- 
pensatory. 


As regards the first, demand for labour can be spread by run- 
rung the industry short time, or by working with short-time shifts of 
labour. It would seem better,” says Chapman, " that all the 
operatives in an industry should do less and earn less than that 
some should earn nothing at all, if aggregate wages in the industry 
were no less, or barely less, in the former case.” 1 Some suggest that 

f ° P a >’ aggregate wages to the labour unions con- 

cerned which should provide regular wages to all the workers. 

th ? se . c ° nd > fche demand for labour on the' part of 
hv^ncrl lt wi' Sh0U d 1 1 , 30 made t0 yar y inversely with the demand 
nnhliV hniiir m s public works of various kinds (construction of 
railways, roads and canals etc.) should be started 

ThS will' lto P nr ,?n When , the priyate enterprise is at a low ebb. 

I y g !n ee , mploymenttothose who are employed in 
a wifi also stimulate private enterprise by creating 

liTiwnrrt kwi't,? 3 ; 3 +u° n tbe pM ? op tbose workers. This cap start an 
nfhnatr tmrln-fh be economic activity. Conversely, during times 
f y • ® public authorities should, ’as far as possible, refrain 

f“ + w a 3fin Ut / Ub lC pr ° 3 ' ec . ts - involves careful planning 

, , . ? ?, odies (e.g national employment and development 

pSi h S'r a, ' d ‘° pI,n « »” a «»»* 
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[Hi) Seasonal unemployment can be taokled by dovetailing one 
seasonal trade with another. Further, stocks of goods may be made 
during the slack season of advance orders taken and thus employ- 
ment spread out over the whole year. 

As regards the unemployables they can be helped in various 
ways. 

First, arrangements should be made for the reformation of 
drunkards, vagrants and other social parasites. Secondly, provision 
should be made for the restoration of those who have become un- 
employable through 'physical unfitness which is curable. 

Mitig ation of distress of the unemployed is another problem.^ 1 
One obvious""* method is to encourage the habit of saving among th.. 
workers so that they may have some reserve to fall back upon dur- 
ing periods -of unemployment. Savings may be left to the initia- 
tive of individual workers. But this method is not very effective 
especially where the margin for savings is very narrow. Another 
way is for the trade unions to create their funds through contribu- 
tions by the members and thus give them insurance against un- 
employment. The ( moro recent tendency in . advanced countries is 
for the Stato to institute unemployment insurance. The insurance 
fund for this purpose is composed of contributions by the worker, 
the employer and the^State. This brings us to the broader problem 
of social insurance which covers not only unemployment but other 
disabilities to which a worker and his family is exposed. 

17. Social Insurance. Social insurance may be defined, -in 
the words of Cohon, as “ that part of the total field of insurance in 
which the risks or hazards covered result from the inability of the 
workman' either to make a wage contract of a kind which will en- 
able him to maintain a satisfactory standard of living for himself 
and his family or to carry through his part of the contract owing 
to physical incapacity.” The chief of such risks arise out of (a) 
temporary inability to make a living due to accident, disease, ill- 
health or unemployment, (6) permanent incapacity due to disable- 
ment or old age, and (c) death involving unprovided widowhood 
and orphanhood. 

For the sake of illustration we may take the various forms of 
Bocial insurance prevailing in Great Britain which has made probably 
the greatest advance in this connection. These are-, (i) Unemploy- 
ment Insurance. ( ii ) Health insurance. [Hi) Old-age Pension 
Soheme. . (iv) Widows’ and Orphans' Pensions Soheme. Finally 
we shall give some, account of the latest and the most comprehensive 
measure of the social security scheme associated with the name of 
Sir William Beveridge. • 

{i) Unemployment Insurance. -It was in 1911 that by an Act of 
Parliament the first system of compulsory contributorv unemploy- 
ment.insufance was established in certain selected trades in Great 
Britain. These trades were considered particularly liable to irregu- 
larity of employment. The success of the scheme led to its extension 
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so that by 1920 with the exception 'of persons engaged in 
agriculture and private domestic service the whole of the industrial 
population was compulsorily insured. Later, due to the slump and 
the distress it caused, Parliament grafted on this scheme a 
system of “ uncovenanted ” benefits. This meant giving benefits to 
workers and their families beyond those stipulated in 
the original scheme. This meant great burden on the na- 
tional exchequer. As the ; result of the findings of a P.oyal - 
Commission on Unemployment Insurance (Dec, 1930) in the Sup- 
plementary Budget of 1931 reduction was made in the benefits and 
provision was made for increased contributions from employers and 
workers. A “ means test ” was also introduced in order to eliminate 
from benefits those who had some other reasonable means of 
support. In 1938 there were over 14 million persons insured under 
the scheme. ' „ . 


Under this scheme an Unemployment Insurance Fund is con- 
stituted by compulsory contributions by the w’orkers and the em- 
ployers together with the amount contributed by the State. Out 
of this fund unemployment benefits are paid and administrative 
expenses met. 

. , B , e ^ ts a f e P a id to able-bodied persons (between the ages of 

W ? h0 # S® wmin S unable to get employment in 

their own trade at the current rates of pay. ^ 

a nj t inj!v!?m m!,rance ' Pf is another contributory scheme. To 
to makfiSh?/- an ? e f r d " orkera and employers are required 
rions of SS In i he ° aSe of malc workers the dontribu- 

female workers fh C ^ °^ er are oP e( l l, al amount, while for 
tributes h h?n 5 empl0 f r Pays a little more. The State con- 
tributes /, th.in the case o! men and »/ B th in the case of women. ) 

a fixS°sumof mnnev f!" P ![ ovidwI , are : ( a ) A sickness benefit of 
is incanaeitated from 3 ,.7 ™° re tban weeks in case the worker 
Prtfh L- * ui D o a o In S gainful employment : (b) after the 

I LSl* ST «,*"•«*>■ benefit, »o long » the “ orke, 
SSStoShE (<!) •■"f*™#* benefit to the 
sured neraon Ah LLr ’ 1 bl i° b ls „ lncr , eased if she herself is an in- 
E treatment,°etc, d ' provision of medicines, 

tbeageSirSltar^ 017 ^ 311 manual workers between 

£ £50 Who have not claimed the ^ 

the Act o?i9of the^old-age peSo^ Grea * Bri * ain first ' b £ 
of pensions to all persons whJ^htverearh!^ pw t vides for payment 
have been British subjects for 6 f eached f 7ent y years of age and 

expense of the scheme is met by t 7 £ T' T ^ ^ °n 

income of £ 50 or more a veir , Peo P Ie ' earning an 

tbe„« lmn?peosi r«S ’nZ‘r!SA^ 0 "- 
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Benefits proposed by Beveridge. The benefits proposed m thh 
scheme by Sir William Beveridge are tabulated below. They have 
not yet been accepted by the Government in their entirety but it 
is unlikely that the modifications will seriously depart from the 
recommendations of the report. 

(a) Unemployment and Disability { Sickness benefits) per week 

Single man or woman aged 21 or over ... 24s. 

Married man with wife working ... 24*. 

Married man with w ifo not working ... 40 j. 

Married woman with husband working ... 16*. 

(Lower rates for boys and girls under 21) 


(6) Retirement Pension [in 1065). 

(Liable to partial reduction for any earnings) 

Mnn and woman (joint pension) ... ... 40*. 

Single man or ‘woman ... ... 24*. 

Mnn with wife working or woman with 
husband below G5 ... ... .. 2-4*. 


(c) Women only , Maternity benefit 

(13 weeks) (In uddition to maternity grant of £4) 


Married woman wage-earner ... ... 36-1. 

Widow’s benefit (13 weeks) 36s. 

(d) Dependent allouonces (in addition to above) 

For each child in family ... ... 8* 

For each dependent above 16 ... ... 16*. 

(e) Industrial Pension. 


For total disability (after 13 weeks sick pay) «j of weekly wage 
but not more than £3 plus children’s allowance and not less than 
sick nay plus dependent allowance if any. 

(/) Marriage Doury (lump sum). Grants up to £10 for women 
wage-earners 

[g) Adult funeral grant [lump mm) ... ... £20 

Child under 3 . . ... _ £ 6 

It was estimated that at 1042 prices the total cost of the whole 
scheme in 1945 would be £700,000,000 a year. The benefits enjoy- 
ed by the people before the scheme should cost in 1945 as much 
as £450,000)000. Thus the additional cost of the scheme could bp 
put at £250.000.000 for the year 1945. By 1965 it was estimated the 
scheme would cost £ 850,000,000 a year of which 60% would come 
from the exchequer. 

Gan Britain afford this cost ? Yes, Britain can for the simple 
reason that this cost by improving the quality of the people will 
enormously increase the national dividend. Experience of such 
services since 1906 shows that they have amply justified themselves. 
In the words of Sir Ronald, “ So far they have been a paying propo* 
sition for they have vastli improved the quality of our people. 
Without them, for instance, we should have been lamentably worse 
off in this dread war. We could neither have fought so well nor 
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have produced such mighty armaments. The blitz might have been 
our undoing.” ' - 

The cost will be hardly 10% of the national dividend of the 
country. More than 85% of the contributions will' be paid by 
families of modest means, who will also pay the direct or indirect 
taxation necessitated by the scheme. Ultimately, therefore,- it is a 
redistribution of consuming power between millions of modest house- 
holds. It does not mean so much extra consumxition. It is not 
likely to encroach upon the capital accumulation of the nation. 
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CHAPTER XXIX 


interest 

1. Introduction. Interest is the price paid for the 8erviciC-.nL. 
tho third factor of production, i. t.. Capita!. Though capital npprnm 
in the money market ^ ‘loanable funds’, yet it ultimately of 

tools and equipment «<=cd for further production a-- against eon- 
sumers’ goods vrhicli a re ntilhcd for deriving direct ion 

Loanable funds used as capital merely help in transferring real re 
sources from producing consumers’ goods to producing capital goods. 
Interest, however, is normally calculated ns a percentage on the 
monej* borrowed or lent. 


This chapter h confined to the study of the nature and problems 
of interest. Much of what is called interest is not the price of the 
service of Capital as such. What people call interest is really gro»s 
interest. Puro interest is only a small proportion of gross interest 
ns wo shall explain. Much of the variations in interest rates are ex- 
plained hy this fact. Pure intere«l„ tends . to equality dn different 
employments provided ■competition is free and..perfcet , But what 
determines pure interest 1 There are various theories the most widely 
accepted one being the marginal productivity theory as nlreadv 
studied with respect to rent and wages, > The element of time is ns 
important with regard to this nspect of value ns any other. Tlii* 
will also receivo our attention when we distinguish between short 
and longtime rates of interest. Then there are some miscellaneous 
problems to bo considered regarding the attitude of the people 
towards interest from time to time, the influence of progress on 
interest, tho possibility of interest disappearing altogether nnd so on. 


2. Gross nnd Net Interest. Tho total amount which the debtor 
pays to the creditor is known as Gross Interest. All that tho borrow- 
or pays to the lender is not pure or net interest, {.<•., the price paid 
for tho services of capital. It in mixed up with so many other 
elements of which Pure or Net Interest is only one. It 'is thus 
necessary to analyso the total interest paid (gro^s interest) into its 
component parts. These consist of; — 

* y- 

/. Pure Iniere.il. This is a payment for the services of capital 

dr for the money borrowed. 

(6) Insuranrc Against Risk. The lender is exposed to risks when 
he lends money. A certain amount must he paid to him to rover 
these risks. These risks are of two kinds : (*) JEJersonal-rislcirdue to 
the unreliable character of the borrower liimsolf, and (it) t rade. risks. 
Trade risks are due to the varying fortunes of the business' in which 
the money is invested. Thus tho lender mav fear that either the 

borrower may refuse to pay back his money or the interest on it or 

that he may lose the money in his trade. The greater' tho risks of 
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this kind, the higher will have to be insurance money that the 
lender will expect before he is willing to lend. 

*ifi) Wages of Management. A part of the payment may be' due 
to wages of management. The lender has to keep accounts, and to 
arrange for continual new loans for short periods. < Money lending 
is his whole-time job. „ ' 

(d) Finally, there is the return for inconvenience' strictly so- 
called. ' When a man lends nm‘ne^liF1oserncnnman3“bver it for a 
period.^ He is unable to make use of it himself if he wants to, since 
his money is locked up. Favourable opportunities of its employ- 
ment may slip by. Inconvenience is of two types. The lender may 
not 'get the money when he needs it and he may have to borrow 
from others on interest. 1 Or he may get tho money when he cannot 
find for it some safe investment so that tho money dies idle and he 
loses interest, 'He must, therefore, compensate himself, for such 
losses. Hence he charges something extra over and above pure and 
net interest. , / 

Keeping these facts in mind it will become clear why the village 
money-lender’s rates are high in spite of competition among the 
lenders. The risk and inconvenience involved is great. Similarly 
the pawn brokers seemingly charge very ''high rates when calculated 
on annual basis. But they have to undergo an immense amount of 
trouble in their business in keeping small individual accounts- etc. 
This also explains why governments especially those with sound 
financial traditions can borrow at extremely low rates of interest. 
Here the risk and inconvenience to the lender is negligible and the 
interest paid is mainly “ pure interest.” The return on British 
Consols (long-term British Government securities) is a classical 
example of the pure rate of interest. Among the banks also the 
sounder the bank the lower, the interest it pays to its depositors. 
Thus beware of tho banks which promise high rates of interest. 

3. Differences in Interest Rates. Pure interest tends to be 
thb -same if calculated over the same period of time in the same 
money market. The actual differences that prevail are differences 
in gross interest. In other words, they are due to differences in the 
degree of risk involved and inconveniences suffered by 1 the lender. 
Pure interest, however, may bp different in different investments 
when the market is not the same. This may be due to : — 

{Jfi) Differences due to distance. People are usually, more willing 
to invest their capital nearer home than at a> dong distance. This 
may create differences in supply and demand due to comparative 
immobility of capital. 

'(b) Differences due to time. If peoplo'have to part with > their 
money for a longer period, they expect higher rates even though risks 
and other factors are the same. Of course if money is lent for very 
short periods and has to be re lent again and again, the inconveni- 
ence of managementrWill increase gross interest. But that will not 
be net interest. . , , 
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Differences in grosB interest, in addition to the causes already 
considered, according to some writers arise due to ' - 

' y (i) Differences in social esteem. A person with greater reputa- 
tion for integrity can borrow at lower rates. This is- partly due to 
the element of lower personal risk already considered.- 

t (ft) Differences in productivity. Where capital can earn . greater 
reward for the producer, he will he willing to pay higher interest. 
But here also nsually such trades are more speculative and higher 
interest can he attributed to higher risks. Moreover, yndcr^jp <yjcct_ 
competition, as i Kcshall sg, marginal productivity of .capitalandJience. 
the pure rate of interest tends to ^ Higher rewards in parti- 

cular employments Tf not justified by greater risk or inconvenience 
tend to disappear through forces of competition. But if competi- 
tion is imperfect such differences may persist. 

Productivity of capital may differ in different countries. In 
new countries for instance the demand for capital is great while the 
supply is very limited as compared with old countries. Capital 
thus has a high marginal productivity, and interest is high. This 
is due to the immobility of capital over distances as already noted. 
Partly it is due to greater risk. In the latter case it is gross interest 
which will be higher not net interest. 

1 Thus ultimately differences in interest rates can be reduced to 
Y differences of inconvenience or risks of lending except in cases where 
f we are not dealing with the same market. Pure_inferesl-.lend8-.Jo 
f be the same in the same market k 

« 4. . Different Romas of Investments. Before we pass on to the 

determination of pure interest, it will be instructive to take, note of 
the various forms of investments each yielding different rates • of. 
(gross) interest according to circumstances. A person who saves 
money can invest it by acquiring various kinds of assets the most 
important of which are (t) bonds, (ti) shares, (tit) hills and (tv) monev 
balances. 

(i) Bonds. Bonds are long-term fixed interest-bearing securities. 
They give their holder the right to a fixed money income. The most 
typical example is first class Government bonds also called gilt- 
edged securities,. If a person lends £100 to British Government he 
may get the British Government "securities bearing 3% interest, 
lhis will give him an income of £3 a year as long as he holds such a 
security. Of course he can sell the security through the stock ex- 
change. The capital value of the security will vary with the rate 
ot interest at which the British Government can borrow. If such a 
rate of interest for instance rises to 6% the price of the security will 
be . only £50, because by lending £50 a person can earn £3 a year 
as interest at the 6% rate. If the rate of interest falls to 2% the 
value of the security bearing a 3% intesest will rise to £150, because 
at the current rate one will have to lend £150 to. earn £3 as interest. 

nus a rise tnthe Government rate of interest correspondingly re- 
duces and a fall correspondingly. increases the value of fixed interest 
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securities. Conversely, a great demand for fixed interest securities 
will tend to raise their capital lvalue and reduce the long-term rate 
of interest, and a great supply of such securities will reduce their 
face value and raise the long-term rate of interest. This long-term 
rate of interest thus is represented by the rate at which the govern- 
ment of the country can borrow money for long periods. At any 
time it 4s measured by the "yield” of long-term Government securi- 
ties expressed as a percentage of their current price. 


. ■ An example will show how this yield may be calculated. On 
23rd of.April 1946 the price of 3£% non-terminable bonds of the 
Government of India (Rs. 10.0 face value) Btood at Rs. 102-14-6, This 
meant that an investment of Rs. , 102-14-6 brought an income of 
Rs. 3 II in a year. Therefore, the yield per cent was 


3-5x100 




102-9 


=3*4 


\ 


3‘4°/ 0 was thus the current rate of interest at which the Indian 
Government could borrow for long periods. 

Another form of fixed interest securities are "debentures” issued 
by various firms. Their yield is higher because of the greater 
degree of risk involved as compared with Government bonds. The 
yield of securities varies with the amount of the risk, their market- 
ability and also with the distance of the rate of their repayment if 
it is a terminable security. 

The advantage of a bond thus is that it yields a fixed income, 
but the disadvantage is that its market' value may fall, , or the 
current long-term rate of interest may rise. 

(it) Shares . While a debenture holder is purely a lender, a 
shareholder is the owner of the company to the extent of the value 
of his share: The income from shares or rather "ordinary!' shares- 
iB a fluctuating income. The shareholder shares in the profits of the 
company and thus hears a much greater degree of risk than the bond ' 
holder. While the bond holder may get a safe 3%, the share holder 
may get 5% or more or less according to the profits earned by the 
company. . < 

The profit 'from the capital invested in a company is the net 
yield after deducting depreciation charges expressed as a percentage' 
of the current cost of the assets. The original cost has little signifi- 
cance. For instance if a machine was, purchased at Rs. 10,000 but 
its present value is only Rs. 8,000, the profit will be calculated on 
Rs. 8,000 and not oa Rs, 10,000. ' ' 

s How may the value of fixed capital be reduced ? One reason- 
may be its wear and tear or depreciation. But apart from this the 
value of a brand new machine may be reduced’ not’ because it has . 
undergone any wear and tear but because of the invention of more 
efficient machine doing the same work. The fall in the value of tfie- 
old machine will bo in the ratio of its efficiency as compared with the*' 
efficiency of the new machine. ' 
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« Lot us assume that at any given time the yield of sugar 
machinery is equal to the market rate of interest, if better machinery 
came inte nse wnoso yield was 30% greater, the capital value of the 
old machinery would fall by 30% though its efficiency remained un- 
impaired.'' 1 'The profit will bo calculated on the reduced value of 
the machine. 


It should be noted that the rate of profit and the rate of interest 
are not independent of each other. They tend to move together and 
apart from (he differences due io the degrees of ride tend to appro- 
ximuto with each other. If the rate of profit for instance is higher 
by 'ait amount beyond what justified by the greater risk, people 
\ull buy sharts-rather than bonds. The price of shares will in- 
crease and that of bonds -deerea-e. In other words the rate of 
profit will faff and of interest rise until they are approximately the 


same. 


(ui) Bills. Bills arc short-term fixed interest securities. Bills 
may he private bills issued on ncconnt of trade or financial transac- 
tions by private individuals or corporations, or they may be public 
bills issued ( lay the Government, The latter are called Treasury 
Bills. Through their sale the Government borrows money for short 
periods, usually three months. For instance, the Government may 
sell Treastny Bills at Its. 09-8-0 to he repaid, after three months at 
Rs. lilO-0-0.' This means a yield of as. 8 on Rs. 90 £ in threo 
months or Its. 2 in year or T99% per annum. 

/The , yield of short-termVccunty is usually lower than of long- 
term security because the risk of loss of capital in the former is 
much, less than in the latter. The longer the time the greater the 
risk of depreciation of the value of the security. .Moreover bills can 
be easily discounted at a small loss of interest for the period the bill 
is yet to run. If not discounted the holder gets it 1 ? full value within 
a short period^f.tlme when the bill matures. The drawback of the 
bill is that the interest it earns is much lower than that of the bond. 

sr ’ 

(»’} Gash Balances, Holding one’s resources in the form of cash 
or cash balances in a bank involves practically no risk of loss but 1 
the money earns no income. Leading of money oven for short 
periods involves some risk. Cash itr hand is also - convenient for 
carrying on day-to-day transaction and to meet emergency expendi- * 
turo. Honce people do hold some of their resources in a “liquid” - 
form; The payment required to induce people to part with “Liqui- 
dity” in this sense is usually represented by short-term rates. In 
times of financial panic these rates go up because firms ato anxious to 
borrow money for short periods to meet their obligation in order to 
avoid bankruptcy. Ibis increases their desire for liquidity. More 

of this later. J 


. 5, Long-term and Short-term Rates of Interest. We have 
discussed above, the various forms which investments may take,, i.c. 


1 Brij Noram : Principles of Economics, 3rd Edition, p, 
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the kinds of assets that a person may hold. Some of these involve 
lending money for long periods (bonds) and others for short periods 
(bills). What is the connection between the two % 

Gene rally speak ing Jong;,ferm .loans yie ld a hi gher rate.oL. in- 
t erest TEITn short- term loans. We have already noted the reason for 
thisTTPEerSk of depreoiationof the value of long-term securities is 
much greater than of short-term securities or bills. Part of the long- 
term interest, therefore, is compensation for the additional risk. The 
longer the period the 'greater the risk of either non-payment or of 
depreciation in capital value. 

It is, however, possible for long-term rates to be lower than 
short-term rates in some cases. If the investing public has a high 
degree of confidence in the stability of future conditions they may 
be willing to lend at lower rates for longer periods. The bonds (long- 
term) carry' lower rates than for instance what is charged on over 
draft (short-term loan). - But the bonds have ready realisability. The 
bonds can be sold and cash realised. Hence in the case of bonds 
money is not irrevocably looked up for long periods. On the other j 
hand short-term bank loans are generally renewed. Over draft/ 
arrangements become permanent. Hence the short-term loan is not) 
really short-term just as the bond may not be really a long-term' 
investment. * 

„ Longer loans save the botheration of reinvestment of surplus 
funds. Such conditions, however, are not very common in the 
modern world of -uncertainties. ' 

SBort-term rate s fluctuate more violentl y tha n long-term rates. 
The reason is that "changes in rates uiually~first occur in thSHsliort'' 
loan market, and the long-term (real not nominal) rates tend to 
move in sympathy with short-term rates. If the short-term rates 
for instance rise sharply investors will tend to sell their long-term 
securities and invest in bills and other short-term paper. The pres- 
sure of sales will lower the value d£ securities and correspondingly t 
raisb their yield. Thus long-term interest rates will be raised. The 
converse will happen if short-term rates fall. People will tend to 
niove their funds from the short-term to long-term markets and the 
greater demand for long-term securities will raise their capital value. 
’'The yield of such securities will be lowered and the long-term rate of 
interest will fall. 

0* ■ THEORIES OF INTEREST - * 

w ' 6. Productivity Theory of Interest. Some older economists 
thought that interest is productive of goods in the same sense as 
land is productive of crops. They held that interest exists ^because 
ca pital le ads to greate r productmrn:Tia^woiET'bo’"tHe ’^c^'3vTtimut 
‘ its use. Capital-no^doubt is productive but not in the" same sense 
as a flock of sheep or fertile land is productive. Capital is produc- 
tive in the sense that labour assisted by capital produces more ...than 
without capital. A fisherman with a net can catch more * fish than 
without it. A farm labourer with a tractor ban produce 1 1 more than ' 
without a tractor. 1 5 
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Tho productivity theory no doubt explains why interest can bo 
paid by tho borrowers ; it does, not explain how interest xnteajiro — 
determined. If interest depended merely on productivity .{not 
marginal productivity) interest rates should vary m proportion to 
tho productiveness of capital. In, actual fact pure rate . of interest 
tendS'to he. the same in the same country. * I 1 urtiier if capital helps 
labour to produce more how" much of this extra production is duo to 
capital and how much to labour, since capital without labour pro- 
duces nothing. Then what about loans for consumption purposes. 
Thoy aro not productive but interest has to bo paid on them 
all tho same. As we shall soo later these objections can ho overcome 4 
if we talk in terms of marginal productivity and not mere produc- 
tivity of capital. 

7. Abstinence or Waiting Theory of Interest. Tho Produc- 
tivity Theory tried to oxplain interest from tho sido of demand ; tho 
Abstinence Theory approaches tho problem from the side o f supp ly,. 

It was Senior who first pointed out that saving "involved a* sacrifico 
or “ abstinence ” as ho put it. Saving was" an act 3f "abstaining" 
from'conramption. Since to ‘ab=tam’ was painful it was necessary 
” to reward people* for this act. This reward was tho interest paid 
, to those who saved rather than consumed their incomes or rather a 
. part of their incomes. 

Tho idea of abstinence was widely criticised on tho ground that 
it suggested positive discomfort whilo many of tho rich people save 
without tho least inconvenionco. Thus it was that Marshall ^substi- 
tuted the to cm, . '‘waiting’ Tor “abstinence.” Saving impli(S'“whitf* 
ingi" ' When^a person save% he 'does'" not refrain from consumption 
for all times, he merely postpones present consumption to a future 
d&teT rMeanwh j le ho has tonvaitr But since most people' <io~ not 
• to wait an inducement is necessary to encourage this postpone- 
ment of consumption. Interest is tho inducement. 

Waiting is involved in all productivo processes. Thorc is a time 
lag between sowing and reaping, botwosn starting the manufacture 
and receiving the sale proceeds. Waiting is thus a separate factor 
of production which is more important in capitalist societies duo to 
the more roundabout methods of production adopted. 

borne waiting, however, may bo forthcoming without any in- 
ducement in the way of interest payment. Other people will wait 
even with negative rate of interest. But savings thus undertaken 
will not bo enough to meet tho demand for capital. Interest must 
be paid to induce other people to save in the case of which waiting 
does involve inconvenience. The rate of interest most be high 
enough to bring forth tho marginal increment of saving or waiting in 
, “ eet . th ° demand for production. The rate of interest will 

''thedemand aleVelatWhlChtheSUPPly0fWaiting wiU bo e T mI to 

’Hiis theory, has a, considerable element of truth in it but it does 
not clearly analyse the force acting on tho mdo of deuiaud'for capital." 
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W/ 8. The Austrian or Agio Theory of Interest. It is also called 
•’•‘‘Ps ycholog ical Theory..,, First advanced by John Rnc— in 1834, this 
theory was put m its final shape by Bohni Bawrk of the Austrian 
School of Economists. It became popuYaflater among some American 
economists like Fisher, with slight modifications. 

The giBt of the theory of Bohm^Bawcrh is that interest a rises 
hc.cnti ° canon, prefer. .present, go.CKl!».„*tft„f5dnrc,^goods_ nnHZtBefelo'rb, 
there is an ‘agi o* o r p re mium ,pn.prcB.ent.ROOds., One bird in hand is 
woHTTtwo in the bush. The present gratification ib attached greator 
importance than future satisfaction. _ In other words future satisfac- 
tions when viewed from the present undergo n discount. Interest ^ 
is this di aconnt which must be paid in order to indue tT^bd^lb "~ 
tSYcnd v moncy_pr postpone present satisfactions to- n future date. 
Interest Is intended to equate Tolu r cTsati «f action to present Jf.tTafao- 
tion. Thus Rs. 100 after one year is not valued as equal to Rs. 100 
now. To induce a person to part with Rs. 100 now, it Is not enough 
to give him a promise of the return of only Rs. 100 after a year. Tho 
borrower must pay more otberwiso tho lender will fool himself de- 
frauded, Rs. 100 a year from now may seem only equal to Rs. 95 
to tho lender at present. Thus if Rs. 95 is lent today the lender 
will expect Rs. 100 after ono year. - 

Why jdq_peoplqprefor present satisfactions to futurq_8atisfac- 
tions T*" Bohm Bawcrk~gavc thtce.TreasohVfoFlliw" fact, Ono is tho 
t “protective undor-cstimftteionthc.future,'’ in other words by tho 
' very nature of thingB the futuro is less clcnrlv perceived than tho 
present.,?. -In the second place, propcnt wnnts qre felt more . keenly 
thanjfuturc wanta. The result is that tlieclerhan'd For present goods 
is greater than that for futuro goods. Hence present goods arc re- 
latively more scarce in relation to demand than futuro goods and are 
thus valued more highly. ^Thirdly, presont.goods possess “ a techni- 
cal superiority over future goods." This is so because tho passage 
of time allows the use of more roundabout methods of production, 
which are moro productive and thus lead to considerable increase 
oFoutput in tho future ns compared with tho present. Fisher 
denies. the valid i ty- o C-tl t i s~tl i i rd-p reposition though he jigre^wHIP 
the first two. .Fisher contends that Hub isTmercly tho“ productivity 
' theory which Bohm BaVrerk himself so vehemently criticised, 

V y *9. Fisher’s Statement of the Theory. Fishor emphasizes tho 
> fact of ' ‘timc jDrcfej-cnct" as tho central point in the Theory. Indi- 
viduals prefer present satisfactions to equally certain futuro satis- 
factions. They arc thus impatient to spend thoir inaomes now. 
Thin degroo of impatience^ depends upon the size of the income, 
dietr ihution of incorne o'voTtimelTire* degree' of “certainty ^regarding 
its enjoyrngnt in the future and the temperam^F nndfhe ’.nliaractej- 
i?I.k§Iottbe^Hdiyiduai..'‘ Tims' podploTvitli Targerlncomes nrb. likely 
to have their present wants more fully satisfied and will thus dis- 
count tho future at a lower rate than pooror people. 

As regards distribution of income over iirao three kinds of 
situations may bo imagined. Tho income may bo uniform throughout 



3Q8 


MODERN ECONOMIC THEORY 

Ti- 


one’s life, increase with age, or decrease with age. If it i? 1110 : ’ 
form, the degree of impatience to spend (t. e., the rate of_dispounting - 
the future) will be determined bv the size of the income and the 
temperament of the individual. If the income increases with age 
it means the future is well provided for, the tendency will be to 
discount the future at a higher rate. If the income decreases with 
age the converse will be true, i.e., the future will be discounted at, a 
lower rate. 

As to the degree of certainty, it is clear that the greater the 
certainty of future enjoyment .of income the smaller the degree of 
time preference or the rate of discounting the future and vice versa. 

Einally, the character of .the individual will Jnflncnco...thi?.time 
preference. A man of forethonght will discount the future at a low ' 
* rate-compared to a spendthrift. 

Thus {he rates of individual time-preference after having been 
determined in this way tend to become equal to the. rate of interest. An 
individual with higher rate of time preference compared with the 
market rate of interest tends to borrow money in order to satisfy 
h is more pressing wants. If his rate of time preference is lower than 
the market rate of interest he will lend to the market and make' a 
gain thereby. Thus the individual will vary , his income-streams by 
borrowing or lending. This process will tend to equalise the rate of 
interest with the rate of time preference. " j 


The Agio Theory has been criticised 1 on the ground that though 
it does recognize the effects of demand for capital interest it attaches— 
too much ^importance to the supply side of the problem. 'TTSis is 
unjust especially" as Tar' as jBbhni'BaVefk’s Version of the theoiy is 
concerned. His third reason why individuals prefer present goods to 
future goods leads directly to the productivity theory, rather ihe 
marginal productivity theory. In fact it was a cardinal feature of 
Bohm Bawerk's thought that the “round-about ” structure of pro- 
duction, i.e., production in specialised stages involving the use of 
capital and the time element, is more productive than direct produc- 
tion carried on through current resources. Interest arises because of 
] the higher productivity thus obtained. “Fundamentally ” in the 
s words of Briggs and Jordan, “Bohm Bawerk’s theory of interest was 
; a marginal productive theory , 2 though this fact has usually been 
’neglected because at different times he places different emphasis' on * 


the various strands of his thought.” 


10. Lord Keynes’ Theory of Interest— Liquid! tv Preference Tn 

his epoch-making book The General Theory of Employment, Interest 
and Money, the late Lord Keynes gave a new view of interest 

seams. 


1. S. E. . Thomas : op.'eit. p. 2S1. 

2. Briggs and Jordan op. cit. pp. 462-03 . 

3. Keynes : Genera! Theory of Employment, Jntereet'and Money, p. 107 
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-A man with a given income has to decide first how much he is 
going to c onsume an d how-much tojsave. The former will depend 
on, what Keynes calls, the j propen sit;i/jQ i ,cmsiim.e. Given this pro- 

pensity to consume, the individual will save a certain proportion of 
his given income. He now has to make another decision. Should 
he hold his resources in the form of money, i. e., immediate com- 
mand' over goods and services, or general purchasing power, at some . 
future date ? How much of his resources he will hold in the form 
of ready money (cash or non-intorest paying bank deposit) and how 
much he will part with or lend, -will depend upon what Keynes calls 
his "liquidity pref erence The s mailer .thajdesiraJiQjend t he highe r 
the liquicHty 'preference'..,, , " ' } ' 

Liquidity preference of a particular individual depends upon 
several considerations. The question is why people hold their ire- 
sourcesdiquid or in the 'form of ready money, when they can get 
interest by lending such resources ? This is due to a variety of 
reasons : (i) Individuals hold cash in order “ to bridge'the interval, 
between the rcciipt of income a ncfit s expenditure?' 7 Mo§lT'oF~"tbe 

■ V... . . i ■ ~ ii r -- i n~ -■■■■ — -i — 

people receive their incomes by the week or the month while 
the expenditure goes on day by day. A certain amount of ready 
money, therefore, ii kept in hand to. ip.ajm^ourrenb^ payments. This 
amount will depend upon the size of the individual’s'lncome,- the 
interval at which the<inco'me is received and the methods of pay- 
ments current in the locality. 

* * c + 

(ii) The business man and the trader also have to keep a pro- 
portion of their resources in ready cash in order to meet current 
needs of varipusjund.fk. . " 

(Hi) Cash is also kept in ordcr .to meet _cxppnditure due to un- 
expected contingencies. It may not be possible at suoh occasions 
to recall loans, or such a recall may involve a loss, e t g. f securities 
may not be sold profitably. 

- (iv) Finally, cash is held by some people for speculative pur- 
poses, There may be expectation of a future rise in tifie rate of 
interest, and the prospective lender may be waiting to take advant- 
age of such a rise. 

The holding of money for the first three purposes is Effected 
very little by changes in the rate of interest. The fourth motive is 
very sensitive to such changes. An expected rise of interest rates 
will stimulate liquidity preference and an expected fall will have the 
opposite effect. Generally, however, it may be said that the higher the 
rate, of interest the lower the .liquidity, preference, .and-tlmr-TQW’OTlJ'be 
r ate dflnte fest .t he Higher the liquidity prefe rence. Higher rates of 
interest will increase the loss on idle” balances and induce peoplo to 
lend usually by investing in securities. Conversely lower rates of 
interest will discourage lending and encourage liquidity by sale of 
securities. On the othor hand higher rates of interest will check 
business enterprise and thus reduce -the level of income of people 
because of the falling off in investment. As a result smaller amounts 
of money will be required for carrying on transactions. People will 
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liold )e=s money. Conversely, lower rake of interest will encourage 
business enterprise, and raise the level of money incomes. Hence 
more money will bo requited to carry on transactions, and people 
will hold more money. 

Thus one may easily draw up a schedule of liquidity preference 
indicating the amount o’f money which people will want to hold at . 
different lates of interest. Such amounts will fall with a riso in the 
late of interest and riso with a fall in the rate of interest. Given 
such a schedule the ratc_of_ interest will bo determi ned b y the 
\ quantity of monsyTxisting at any dime. I'll rate ojinJcrMt uulXV^ 
|| eucW asv'Ut equate the demand for money for" liquid j>u rjiot (nciflffli t'J, 
i indilable ^niphj of memey. - Thin is «o because the amount of money 
t existing at any time must bo held by somo 'people or tho others. 
The Tate oi interest must be such nh to induce the individu als t- o h old 
all the aiailable supply of money. If the rnte’oF interOfir~Ts*lowei 
than this live!, tho aggregate amount of money that people will whh 
to hold at this rate will be more than the aggregate supply and the 
rate of interest will be pushed up. Conversely, if the rate of inteiest 
is high ir than this level people will want to hold less money than 
there is the supply of it. 1 he surplus cash that no one would vri'h 
, to hold will bring the interest rate down. At the iguiljlriuin position 
1 the rate of intere&ljiijl be just at the lei cl necessary to equate Ihi quantity 
i of mdn'njin exiYtiiicf dithlhe afgYcnate amtninl t ear tedTXiy'JKc jptgpU 
{to hoU._ 

The same idea may be put m another way. Given tho supply 
/ of money a higher liquidity preference on the part of the people will 
i lead to their com citing securities into cash, The value of securities 
l will fall and hence the rate of interest will vise. Com ersely, a lower 
; liquidity preference will lead people to purchase securities, the value 
^ of securities will rise and the rrito of interest will fall. We know 
, that the value of fixed interest securities varies inverse] v with tho 
i rate of interest." ’ ~ ’ ' ~~ — — - — 

11. Keynes’ Criticism of Other Theories. Keynes’ theory led 
to considerable contruveisy-immedintely after tho appearance of his 
book in 1936, In the first place it should bo noted that Key nes' 
u?S2!X e . x l?^,’ 5 . E .d jutwestjn terms puroly of monetary forces not in 
terras qt real Jorccs as was done by oilier theories. Til o 'Ot'hTTthHJries 
! explained interest either m terms of marginal productivity or in tern... 
of savings.' &mo analysed tho psychological forces behind saving-’ 
Kyynes agrees that the murginal netjproduct of capital tends to bo 
S2aS “Wal to current rate, of interest. But tho rate' of 'interest 

}j n °Lf Jerm ™ d h S the marginal yiet product of capital. " The* lalfcr 
depends partly on expectations as regards the fu turd course of busi- 
ncss and partly on tho cost of producing capital goods. Neither of 
these influences can determine tho rate of interest. 

' ' ccgctds savings, according to Keynes interest is not a reward 
.or saying.™ A man may Board bis savings and earn no 'interest, 
m spite of the act of saying. Neither does interest equalise th e de< 
mand for capital with the supply of savings. No doubt in 'a country 
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05 the side.of demand capital is required for various uses, the 
carrying on of production being the most important. But even in 
production there are various avenues of productive employment 
which require capital. A given supply of capital distributes itself, 
under conditions of perfect competition, in such a way as to equalise 
its marginal utility or productivity in the various uses. It the 
marginal productivity of capital is higher, in oue pa'ticular use, 
sines it earns higher returns there, capital is attracted to that use 
until the supply of the commodities produced by its help, lowers 
their price and hence the marginal productivity of capital, in that 

use. This process goes on until the returns of capital in this case is 
the same as in any other ease. 


Marginal productivity of. capital, it may be repeated, is the 
addition made to the total production by the extra unit invested. 

At any particular moment, as already said, the .total supply of 
capital may be assumed as given. This supply is U9ed by th.030 
who employ it in such a way as to make the marginal cost of capital 
and the marginal returns from its use equal. As far as any indi- 
'vidual producer is concerned, for him the marginal cost is repre- 
sented hy the prevailing rate of interest. He pushes his investment 
of capital to such a point that the marginal net revenue earned’ 
equals the prevailing rate of interest. If the rate of interest falls 

he employs more capital, if it rises he employs less of it. He does 
not settle the rate of interest as an individual. But the total 
demand for capital of all those who borrow it does influence interest. 
If the demand for capital rises the rate of interest/ rises and vice versa. 
A greater demand for capital means higher marginal productivitv^of 
a given supply, and a sjnalier 'demand, ‘ lower marginal jpro3uctmty. 


Itis in this sense that marginal productivity determines the rate 
of interest. 


, 14. The influence of Supply. But what about supply ? So 
,■ Ihr we took supply as given. In the short period we may assume 
{ supply to be given, since it takes some time for new supplies of 
capital to be available. What are the forces that determine supply of 
- capital ? 1 J 

. 1 

The supply of capital, as seen in an earlier chapter, depends 
ana upon>(3) Power to save and (fif Will to save. The power to save 
depends upon (t) total production, (it) minimum necessary for 
maintaining the given standard -of living, and (iff) developments in 
the banking system. 

■roll. tp.sa.yeM epends upon (t) law and order and banking 
faculties available in the country, (it) expectations of rates of interest 
and (in) foresight as regards provision for future for self and family. 

1 r W1 i Cn , tbe mvin S 13 done not by private individuals b’ut by 
public bodies and corporations the amount' saved, among other 
things, will depend upon their policy. 

Supply o: jnonev also comes from bank credit. 
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Voluntary Saving is most welcome and every effort should hr made 
to stimulate it But forced ss^ ing is Fomething artificial. Inflation 
is pregnant with dangerous possibilities. Tho nation reporting to 
unrestricted inflation is caught in a vicious circle and it w not easy 

to grt out of it. homo European countries in the First World War 

rot involved in it and it was their economic undoing. China is 
invested in it today. Inflation reduced the fixed income classes m 
Germany to tho state of paupers. It led to ‘growing poverty’ ns 
Dr. Sch'acht put it. Endue inflation not only brings about the 
collapse of the economic system but threatens even the stability of 
the State. Hence forced saving has to be kept within safe limit«, 
whereas voluntary saving can go on without" any limit being put 
on it. * 

We may notice another difference between tho two. In tho case 
of forced saving, consumption we know, ia checked. Hence output 
of consumers’ goods will contract. But business enterprise is greatly 
stimulated , more factories arc set up. Therefore the output of 
producers’ (capital) goods is increased. 

Finally, forced saving (i.c., inflation) brings about a general rise 
in prices. 'Prices of both consumers’ goods and producers goods rise. 
But in the case of voluntary saving demniid for consumers’ goods 
contracts and that for producers’ goods increases. Hence the prices 
of producers’ goods will tiso relatively to consumers’ goods. 

There are some people who believe that inflation (leading to 
forced saving) stimulates productit e activity in the country and 
adds to its real -north. As Dr. Havek raj's, “ ‘Forced frugality’ 
of fixed mcomists is thus compensated for in a certain degree by the 
amount of the addition made to the quantity of scnsiblo wealth — 
of wealth possessing a value in the wav of use.” 1 Benthnm also 
speaks in the same strain : “ By raising money, ns other money is 

i<used government has in its power to accelerate, to an 

unexampled degree, the augmentation of the mass of real wealth.” 3 
No doubt , under a planned economy ‘ created ’ money can be used 
as a powerful instrument of economic development, yet unbridled 
inflation is bound to bring disaster in its train. The prosperity 
will be a disguised one and a sham and no real addition to country’s 
wealth will be made. 

16. Determination of Interest. In tere st is thus determined 
. K a ^S,l a .5]_ Productivity of capital. Marginal productivity 
is influenced both by supply antTiloin a nd".""~T o study the influence 
of demand we assume for the sake of convenience that supply is 
given. In the actual world supply and demand are both in a pro- 
cess of change, it is true, however, that when the period is short 
supply cannot be adjusted__to_demand ea6)ly~rnd~^Ic^"lf~tho 
rate oTinteiest remains at a TiigHTeVel supply is stimulated through 
larger savings. If interest is low for a long time supply is.dtscourag- 

1. Quoted by Bnj .Nnruin m Principles, P. 1916 330 

2 . Hud 
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ed through greater consumption. At the point of eq uilibrium— the... 
rate of interest tends to he.- at a leyeP : ‘\yitere' ''suppl y and demand 
are’equalised,^.^..- ~ r 

• . Suppose we start from- a position : of .equilibrium: Suppose a 

sudden increase-occurs in savings and -thus the supply; of capital is 
increased. This will lower, the rate of. interest because the marginal j 
productivity of capital will fall, t.e., capital- will be available for use / 
in employments in which its marginal productivity, is low. The ratat 
of interest will stop falling when it has reached a point .at which < 
the. demand stimulated by its fall is just equal to fchesupply. , The ; 
opposite will happen if suddenly there is a fall in the supply of capital [ 
Capital having become relatively scarce will be used only for pur- l 
poses in which its marginal productivity is higher. The rate of 
interest will go up, demand and supply will reach a new equilibrium j 
at a higher rate of interest. ’ ! 

’ T he, effect of an increas e in .d emand JsJ the same as .th at ..of a 
reduction in i supnfvIjtncL"o£..desceaae.in^de marid .t he s ame as of an 
increase m supply^ , 

SoTar, however, as epmpetitjpn^isiimperfect -the— adjustment 
between -supply. -.and demand, will . be. prevented... This merely means > 
that we s hall have to deal with differ ent, m arkets - for capital. . For ^ 
each difforcn Tmairlret our theory wi flJo aJbmly. a miti caid el' "*• . .. 

17. Interest and the Scarcity Principle. So’ far we' have 
been talking in monetary terms. But. real capital, consists of real 
resources, goods and services employed not for direct satisfaction 
but for promoting further , production; Money only gives title to 
these resources. It is a mechanism with the help of which these 
resources can be put to alternative uses. ' Spe aking ia terms of real 

resources interest res ults from -the relationslnp "between scarce " 

resources on the one;handra h3~^io~~a r ternalive uscy'Iq ' ^hlclT^tHey'" 
can be put on the othe r.' Marginal productivity of capital - m • this 
reaTierae’is" derived from the marginal utility of the . commodities 
to the production of which capital (with other, factors) lends its 
services.- Resources in a community are' limited, but .since .human 
wants 7 are unlimited they have to be ecbnomisediso' that more 
pressing wants ‘are satisfied before the less • pressing ones.. .Given 
resources therefore are face to face with' competing demands. ;.How 
are.they employed to meet .these competing demands .? .-They are , 
employed in such -a. way as to get maximum satisfaction - out of 
them for the commodity. The marginal utility, of the .commodity' 
for the various - kinds of goods and services will. decide -..what assort-, 
ments of them will be produced. .. . ... ■- - ' 

If capital resources are tised for the - production of one -particu- 
lar assortment of. goods- and services they have to be, withdrawn - 
from another assortment.*- The price .that must be paid in order to' 
withdraw these resources from' the next ‘best use represents their -real 
cost. Bub that ultimately, analysed comes to the satisfactions that 
they actually obtain. The marginal utility theory,- J therefore,- 
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explains not only the valr.es of different commodities but also of 
services (including tho service of capital! utilised for the production 
of those commodities. Ultimately the rate, of interest merely 
reflects the degree of re ircity in “which capital stands m relation 
to othor factors of production when contributing to the coifetniiCrs 
competing demands for' various assortment of goods and sefyueesr. 


18. Factors Causing Changes in the Rate of Interest. 
In the light of the above it is easy to understand why rates ot 
interest change. If there is a relative scarcity of capital there will 
be a general ri°e in the tatea of interest Relative scarcity may be 
caused by demand or by supply. In the shoi t period most pro- 
bably scarcity will be caused from the side of demand. If busi- 
nessmen expect trade revival or higher prices and profits , short-term 
rates oi inti rest will rise, duo to greater demand for loans. Tbo 
value of industrial shares will n-.e while the price of fixed interest 
securities will fall thus increasing their yield. The same results 
will follow it new inventions open up new avenues of profitable 
employment of capital. 


Short-term rates may also bo raised by influences working on 
the side of supply. Bad harvests for instance may create scarcity 
of capital, a rise in the income tax may reduce people's capacity to j 
save, a shortening of tho working day by’ reducing production may 
have the same effect. 

- Tho same is the caso with influences lowering the rotes of 
interest in the short period. Expectations of a trade depression will 
discourage new investment, tho demand for fixed interest bearing 
securities will rise, their valuo will go up and yield will fall and 
interest rates will fall. As regards supply new inventions may 
economise capital. “ Bumper” harvest may also bavo tho same 
effect of increasing supply of capital and lower short period rate*. 
Similarly, a .general increase in wages may reduce tho °baro of 
capital orJrat.e^fTntelis-.t) in tho _na tipnal div i denotT *” 

Short period jutes are also influenced by political factors. A 
general stotm oTpohticaf Insecurity will discourage enterprise and 
demand for funds hence the rate of interest will be lowered. An 
international crisis in this way will cause rates of mt-orest to fall 
sharply. But rates of interest may be raised if such a crisis re-, 
duces the capital offered in the loan market. 

So far the short period rates. What about long period rates ? 
We have already seen that changes in short period rates cause cor- 
responding changes in long period rates, due to movements of 
funds from short period to long period markets or nice versa. Long 
period rates, however, are largely affected by long period factors 
or influences such as changes in the size of the population, changes in 
the habits of savings of the people, etc. Other things being equal 
an increase in population tends to raise interest rates and a decrease 

to lower interest rates in the long tun. A hig he r expectat ion of 

life stimulates saving* and thus ten ds t o lower interes t rates " and 
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i i M J>er.*a.^ Uncertainty about the r uturo discourages savings and 
tends to raise interest rates. 

19. Economic Progress and the Rate o£ Interest. Economio 
progress connotes technical progress, increase in the volume and 
range of production, riso in tho standard of living, etc. With econo- 
mio progress and higher lovel of money incomes, demand for 
goods is bound to increase and so tho demand for capital thus 
it would seem that tho rate of intercat mu st ri so as wo economically 

^advance** ^ ~ ’ 

ButJjnajsjiot so. With economic progress both our power 
to save and will to savo aro considerably increased. Th6 surplus 
of production over consumption is increased, tho development of 
banking and insurance companies provide safe and remunerative 
channels of investment ; and the security of life, and property and 
increase in foresight due to educational advance augment tho 
various motives for saving. The cumulative effect is that tho 
supply of capital is increased much more than the demand for it. 
Hence tho rates of interest have tended continuously to fall. In 
advanced countries like England and America, the rate of interest 
has fallen to |% or |% on certain types of loan. 

Ab a . country advances,, the Jhabi t_of. hoarding _.ig . discouraged 
and t'he^^dcsire to invest* has -increased, As the supply of capital 
maHelivftiiablo for investment increases, itsf marginal productivity 
and hoheo tho rato of interest falls. 

'The result of the fall in the rate of interest has boon to 
reduce the incomes of the moneyed classes * from interest. 
The reduction of tho capitalists’ share in tho, national 
dividend has loft a greater margin for distribution among 
other factors of production. Lower capital cost cheapens produc- 
tion which benefits tho community in gonoral. 

20. Can there be a Zero Rate of Interest.' It "was JHU1 
who visualised the possibility of ah extremely low rate of interest 
duo to grentor and groater accumulation of capital as civilisation 
advances. Porno economists have assorted that interest hiay fall 
to zero oh account of this tendency. 

Theor eticall y a ?ero rate of i nter est can be conceived. . As timo 
goes on people’s "^power to save and wilF to saveTTencT "to increase. 
The former because of tho rising productive capacity and the latter 
because of greater 'foresight and the tendency to discount, the 
future at a low rate among tho more advanced people. A ' stage can 
bo imagined in which capital accumulation may outstrip the do- 
piand for capital, thus lowering tho marginal productivity of capital 
to zero even making it negative, * e., people may even pay somebody 
to tako care of their savings. 

It is, however, extremely improbable, if not actually impossible, 
that such a stage will be reached. In tho first place, the demand 
for capital will increase with the increase in population and the in- 
crease in the variety of people’s wants. We have seen that individual. 
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wants arc satiable but human beings develop new wants when old 
ones are satisfied. Moreover, with technical progress it is likel 
that the demand for capital will increase, since more and more 
round about methods of production will be emp oyed. It is true 
of course that now inventions may substitute methods winch econo- 
mise capital ; this may lead to a fall in the .rate of interest, bu 
the marginal productivity of capital will still bo positive and hence 
there will always be a positive rate of interest. 


Looking from the side of supply also wc come to the same cm- 
olusion. Some people may save even if tlie rate of interest is 
zero or even negative. But most of the savings will be senoum 
reduced if there was no compensation for postponing consumption, ( 
thus creating relative scarcity of capital. 


There is thus no possibility, of the rate of intere°t falling to zero. 

21. The Necessity of the Rate of Interest. So much for 
the future of interest. What about the present ? W hy should interest 
be paid at all ? In the Middle Ages money was regarded as 
barren and hence interest, it was thought, was not justified ^ethically 
speaking. Some’ people oven now favour the abolition of . interest 
in every form. Without entering pnto ethical controversies let us 
look at the matter from the economic point of view. Is payment 
of interest justified on economic grounds ? Since capital is pro- 
ductive we can. say that interest can bo paid But should it bo paid ? 
What will happen if it is not paid ? Wo havo already answered 
this question. We can enforce a zero rate of interest only if capital 
loses its character of scarcity. As * it is capital is scarce relatively to 
demand for its services. There are so many alternative uses to 
which capital can be put. It is the rate of interest which deter- 
mines to which uses capital should be put. Some uses have to be 
sacrificed in order to supply capital to more pressing uses. 

Even in a socialist society interest cannot be abolished 
even though it may not bo paid to private individuals. Even there 
through its instrumentality priorities regarding the use of scarce 
capital resources for various possible emplovments will have to be 
decided. The order for priorities in a socialist State will probably 
be different from the one in a capitalist society, but interest will 
' perform its function all the same. It has the same function as the 
function of price, «.c., it restricts demand to the supply available. It 
enables capital to be apportioned between competing demands of 1 
alternative uses. Through its instrumentality those uses whioh 
promise the highest future returns receive the first consideration. 
Of course the criterion of the highest future returns will differ in 
a capitalist society from a socialist society. In the former, 
expectations of profits for private entrepreneurs and in the latter 
the conception of welfare on the planning authority," 'will 
determine the priorities in investment. You cannot abolish interest, 
you can socialise it if you socialise capital. As long’ 'as 'capiuf 



INTEREST 


379 


i« not socialised interest must be paid to keep up the stream of 
capital accumulation. Interest therefore must be paid,' beeause the 
borrower can pay it and the lender' must be paid., 

V<22. Interest and Rent. We are now in a position to notice some 
differences between interest and rent. 

(i) With tbe a dvance in civibxation and economic prog ress' - , th e 
rate of interBtT^alS IbiFwhereas' renttencIsTdrlserTt is due to tbe 
factr^EaFEBe supply of c^IHT’is^^tlnuou^^inof^SiS^ and tends 
to outstrip the demand for it. But tbe quantity of land is limited 
and cannot be increased, whereas demand for it goes on increasing 
as population increases. Hence-rent tends to rise and interest tends 
to fall. 

* j ) 

(it) On account „of the. great,. .variations in / fertility.„and -situa- 
tion the rents of lands .yaryjvjdely. These differences 'in qualities of 
land^are^ofmanenb. Greater the competition, more marked will 

be the differences in rents. O n 1 account of imm obility oLffandv—it 

cannot be easily fbverfced--fr.om_.pne_u8q_ tp_ji.nofcher. Hence in* 
eqnsrtitTelToFTenFter^ to be perpetuated. 

Interest, jon K tho„other.Jband, tends, to equality^.only-JJie-jntes.of 1 
gross interest, differ due to fac tors li ke risk s and inco nvenience. \ 
Capital is much more mobile ancfff Ifferences nf pure i nterest, if any, ] 
tend to disappear on account of competition. 

(in) There is no-ren t Jand_ but there cannot b e no-lntercst 
capital. CaTut'aT ls ma n-mada_a nd has a definite supp ly price. 
t7p Tesa*this nr icajajiaadLitJwfflmot.beI3ortbcdmIng! Every portion 
of capital must bear interest. But there may be some lands too 
poor to yield any rent or surplus. , Land is nature’s gift and cannot 
be withdrawn even if it earns no interest. 

23. Interest, Rent and Qaasi-irent. There are economists who 
deny that there is any difference between rent, .quasi-rent and 
Interest. Their contention is that therg is nothing peculiar about 
land or at any rate its peculiarities are exaggerated, (a) Land is 
not the only free gift of nature. There are mineral ores too for 
instance ; (b) There are' other things, besides land; which are ’ 
limited ; (c) Land is not so f indestructible ’ as is supposed. 
Its chemical and other qualities are being constantly exhausted- 
and replenished by human effort; and (d ) T Differential element 
is present in other factors of production also. >It «is thus 
argued that incomes from investments whether in permanent 'things 
like land'orin semi'-permanent -things' or in perishable articles are 
absolutely alike from the point of view of tbe working of economic 
principles. . The principle of scarcity is the -basic principle which 
is 'applicable in all cases of determination of value. 

f -'ll'?. 

But these similarities should not blind us to some fundamental 
differences -between interest, rent and quasi-ient. The chief . 
difference Iie.sj n.the.xeaction ojvthe supply ofjhg factor of changes 
iu j ta remu neration.- Rent inay~ris(T~or f all but tKb*sup'ply off ’’land? 
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business enterprise is' discouraged, the demand for capital contracts 
and the rate of ‘interest will fall. 

- * Hence, we may conclude that the rate of interest 'varie s Jnyerse- 
ly w ith the chan g es in .. the__yji.l ue,,of_ money.. and . .directly .with the 
cha nges in the pr ice level. 

- 25. Consequences of Changes in Interest Rates. Rise and 
fall in the rates of interest produce several repercussions. Briefly, 

' following are some of the consequences, of the-risejn,$he,,rate. t of 
interest : — • 

Auise in the rate of interest makes the_„liolding of stocks 
of goods costly. Speculators an d mid dle men are discouraged ; the 
demand for raw materials and semi-finished goods contracts ; 
consequently their prices fall. 

'•'{2) Po st of constructions al8 o_goe8_.up.whcn interest rates rise. 
If the house rents do not also go up, building activity will be 
discouraged. Unless the rates of profit go up, the demand for 
factories will also go down. 

(3) When rate of interest rises, the capitalists, jyilLhorrow less 

unless bigger profits are' going to .be made. This _will_ check _ in- 
dustrial and commercial enterprise. „ 

(4) Rise in the rate , of interest jwill , stimulate saving and in 

course of time increase the suppl y of capital: r~ -* — - — - 

(5) Prices_of bonds jwill,go„ down, because a smaller sum in- 
vested at a higher rate will yield the fixed interest of the bond. 
(The relation between the value of bonds and the rate of interest has 
been explained fully in Section 4 : Different forms of Investment.) 

EalUnJhejnterest^rates JwilUiave-the opposite effects. which are 
given_J)eIow-r — , 

( 1) The prices of fixed, interest,., hearing .bonds will go. up. _ 

(2) Saving will be discouraged. „ - 

- (3) Speculation will be_ stimulated and de mand for raw 
materials and* sermJfimiKeiTgdo FT will" g o”'up"as the cost of holding 

Btocksds now leksr 

- . , 

(4) Commercial, and- industrial- enterprise^will. ,be_ stimulated. 
But it is well to remember that a ( mere fall in the interest" "rates 
will not do iti There must be good prospects of making profits 
otherwise low rates of interest will not tempt the business men to- 
borrow. You may take the horse to water, you cannot make him 
drink. - 

(?) Buildmg.actmty.wjll. be encouraged .. 

(6) Ifi jnteres t ._has — fallen-.becaus e of i ncrease d voluntary 
saying, demand for ; coasumers^goods will contract and”’tlmt"~fdr 
P™d l IS2. r 3’. goods-wilI„increase, , Factors" oT~procLiic€ion~^wiIl ‘"move* 
into producers’ goods industries. 

(7) If the low rate of interest is due to the increased supply 



CHAPTER XXX 

PROFITS 

1, Introduction. Profi t is the reward of the entrepreneur, 
rather of the entrepreneurial luhctlonsT“'Tife study of profits * is full 

f 'ofdilfjoufEicir* 'TITe'Wiffimdties arlsb~ mainly because of two reasons. 
Firstly, in the case of rent, wages and interest, it is easy to apply 
the usual law of supply and demand. The owner of each factor is 
the seller and the entrepreneur, the buyer of their services. Who 
buys the services of the entrepreneur? This difficulty, however, 
partly disappears when wo realise that, ultimately, the services of 
all the fuctors are "purchased” by the community. The only 
difference is that while the community acts through the entrepreneur 
in the case of land, labour and capital, in t he case of the entrepre- 
neur it is the competition among _lho„ entrepr( ; neure.lthomselve3 
ItiaCultimately decides the rewards going to this .particular factor' 
o f pro duction. , The second difiiculty arises from the fact that all 
that ah entrepreneur receives (his gross receipts minus the cost of 
the hired factors) is not his profit. Even after you have allowed 
for the return for the factors (land and capital) owned by the 
entrepreneur himself and arrive at his "net” receipts the difficulty 
is not over. Some of those net receipts are the return for the 
entrepreneur's "labour” in a wide sense of the term. 

The nature of this difficulty becomes clear and when we realise 
that, in the modem world business units vary from the "one-man- 
business” run on a small scale in which one man is the entrepre- 
ncur, capitalist, manager, etc., all rolled in one, to huge establish- 
ments run by joint stock companies in which all these functions and 
many more are split up and are porformed by different individuals. 
“It is difficult to framo a simple theory of profits which would include j 
the small independent trader, the large employer, the smallholder) 
and the shareholders of a joint stock company, while excluding’' 
responsible managers." 1 

2. Analysis of Gross Profits. The best way to understand the. 
true nature of profits is to analyse the gross income of the entrepre- 
neur into its various component parts. Gross profit stands for the 
total earnings of tho entrepreneur, not necessarily for tlio entrepre- 
neurial functions only. It is a mixture and is composed of several 
dements of which Pure Profit is only one. Pure profit, however, 
is the return on the entrepreneurial functions only. From the total 
receipts of the business must be taken out what has to be paid to ' 
the various factors of production engaged on contract bosiB. The 1 
rent of land, the wages of labour, and interest of capital, has to be 
deducted. What remains is the gross income or gross profits of the 
husino88. These again can bo analysed as follows : — 

' (») The interest on the entrepreneur's own capital invested in tho 
j- arjggg an rt Jordon, op: eit p, 400. - ' ! “ 
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busine-s is often confused with profits This is not profit because 
the entrepreneur could earn this interest by lending hia capital. \\ e 
must therefore make a deduction at the current rate of interest. 

-'(it) Bent of hnd owned bg the entrepreneur also should not be 
counted as profits. He could ‘earn his rent by giving his land on 
rent to a tenant , a deduction must be made at the current rate of 
the rent of land similarly situated and possessing other advantages. - 
...'(m) The entrepreneur ’s uages of management or., superintende nce^ 
This is thereium lor ttiC work done by the entrepreneur as manager, 
and could ha\ e been done by him on salary basis for another firm. 
He must be allowed his salary, which is the wages rather than profit. 

The above three elements, strictly speaking, arc not the reward 
of the entrepreneur ns an entrepreneur ; but as capitalist, landlord 
and manager These he could earn without setting himself up as 
an entrepreneur. 

'^(iv) The reward of the entrepreneur as risk Inter, The function 
as a nsk "taker must be performed by the entrepreneur himself. 
Certain risks, however, are insurable, e.r/., risk of accident, fire and 
marine, etc. But mam risks cannot be insured as w e shall see and 
these, must fall on the entrepreneur. 

40 ) Gamsjmsingjto the entrepreneur for the special a hilitt/ as 
a superioFhargnner~v,ith labourers, capitalists, landlords' suppliers 
-f raw materials and consumers — all those with whom he has 
dealings. ' ^ 

1 \u) Then there are monopoly gains, „ These are due to imperfect 
competition which enables the entrepreneur to charge higher prices 
or to pay lower rewards to the "factors hired by him and thus 
Increase his profits. 

(«<*) Conjunct invnt g"'ns are anothei element. These arise duo 
to favourable circumstances or pure Juck , e g , outbreak of a war 
giyihgTugii profits fcT producers oi essentials of war and even to 
other producers. During the war recently ended, many entrepreneurs 
made enormous profits due to war demands and hioh prices in India 
and elsewhere 

The difficulty in the conception of profits arises from the fact 
that different writers do not include identically the same items or 
do not emphasise them in a uniform manner in their study of 
profits Eor instance some American economists like Walker, 
employ the term profit only to mean the net gain of the employer 
employing no capital of his own. On the other hand some English 
economists, like Marshall, include in the term profits, interest on. 
capital owned by the businessman in addition to earnings of risk 
taking and of management. ( 

The tendency among modern economists is to accept the 
American view of profit as being the reward of purely entrepreneurial 
functions, which cannot be performed by paid employees Tiiese - 
functions consist of risk taking and bargaining ability supplemented 



PROMTS 


385 


by monopoly and conjunctional gains, if any. The incom ejrgm_ 
risk taking and gains from bargaining are _ regarded by sorm^economis^ 
'SP :r vWe vro jUs’^oi t he .entrepreneur as ag ains t the gross pront s 
^w]^Jn^^ali_^.it(imsjmiijnfi3^tndIfliia\ce>, Pure or Net profit 
is “fclie amount that accrues to the entrepreneur for assuming the’ 
risk inseparable from all business under the system of production 
in anticipation of demand.” < 

3. Pure Profit. Let us pursue the idea of pure profits a little 
further. A pure organizer is essent ially 'creat iv e,, because t hrough. 
organization Sl ditibnaLpr6dncfiuiU's_madeIposs'iFlet-nj:nch--otlienviso 
xy puCT not tak^ ^ place . His success depends upon two .groups of 
conditions Mf) The number and quality of the available factors of 
production, their price and the increase in their productive power 
when combined ; and (n/’the state of demand for the commodity con- 
cerned. Though supply of the factors may be relatively fixed their 
prices may vary greatly. The demand for commodities is subject 
to considerable variations." The.— heat— organ iser is one who can 
obtain th e_j3a03t_jdfuij.ent^iombiaat.iQn_of_the J .faDtor3_.tQ..produce; 
commodities in such quantiti es .as to give him the maximum p rofit. 

This is not an easy task. The demand is nof a fixed quantity. 
The employer does not produce for the present demand but for 
fyJjure.demand.also. He cannot accurately gauge the amount of 
future demand which is subject to so many uncertain influences. In 
some cases' demand has to be created. An y serious mista ke , in 
c alculatin "_Xnturc_.trcnd3 i n dema nd may ru m the ent repreneur. 
TltulTarises the element of uncertaint y. Such uncertainties havoi 
increased in modern times onormously'as compared with medieval 
times. This is mainly duo to two factors. First, the process of 
production has become more roundabout and hence lengthy. 
Secondly, the market is much wider and is exposed to a much: 
greater variety of influences, 

On the other hand, tho diffi culties of orga nisa tio n are not so 
g reat in practice as t he y appear in the ory, be cause busin ess .methods 
g et" "standard ized. Experience of old bancis is a guide to new 
enterprises. ~”New experiments are made, but due to standardised 
methods of combining the various factors, the chances of failure are 
not aalarge as would appear., at first sight. The problem is more of 
adaptation to new conditions rather than bringing into existence a 
ready-made business. A good and experienced organiser can 
make such adaptation comparatively easy. Much of the organi- 
sational work thus can be delegated to paid employees. But an 
exceptionally good organiser may be able to introduce a new 
combination of factors which is much more productive than the old 
one. He will thus enjoy extra gains until the new combination is 
adopted by the rivals. If he is fortunately situated as regards 
demand, or he is alert enough to* take advantage of changes in 
demand, he may earn exceptionally high -profits. Sn.ch_^>rofits-are 
o_f_the jiafereof j^ent, ..b.ccau^e_j ! hey_are„..a-differential . gai n -due -to 
higher ftbi|jty_of.. ah-.entrc preU.eur as compar ed with the one who 



386 


MODERN ECONOMIC THEORY 


earns the normal traces of management and no puro profits in this 
, eensc. Thus pnro profits are a surplus over normal. wago of 
j toanagomont and is the reward for the superior ability of an entre- 
preneur fortaking rhkB of future variations in demand, his ability 
’to try successfully new and "more profitable combinations o!7aoJ5ra 
f of production. 

It (pure profit) is a payment made exclusively ’for 
bearing risk, fhe essential function of the entrepreneur is con- 
sidered to bo doing something which only he can do Thte'somo- 
, .in? cannot bo the task of management, for managers ran be 
Jired, nor can it be any other function which the entrepreneur enn 
delegate. Hence it is contended that the entrepreneur receives a 
profit as a reward for assuming rttpomMntiUj, a " rcfBhs.blUF' 
that cannot be shifted on to the Shoulders of any one blieT’n " 

^' e marginal entrepreneur earns ordinary or average profit. 
But the super-marginal entrepreneurs mako e\tra-profits, i.c , 
something over and above what the marginal entrepreneur mokcs~- 
Thesc extra or exceptional profits are ‘rent of ability’ and have been 
. fn?" re The profit made by the marginal entrepre- 

neur forms part of price but the extra profits made by superior 

volved in the bus™ 5 ‘ Thcy do not miud the risks 


m- 


toll S?»Sk.°fcX£ i 1 ” *f» 'Mok nrnlcdk.m 

repeated gain in order to°induce them +' C ' -^‘g^er... must-be the ~ 

risk is inherent’in ^ry business AP K s ! artt,1 « business. Some 
Speculative and unless ' the risk tnl A . busino ' 3 1 SC3 nre more or less 
-ill not be rtatted. rc , Warded ’ 

the entrepreneur. He must mi C n U .l'- S ca I )lta l cannot Batisfy 

induce him to take the ^k Z ° ver a “ d above it to 


the entrepreneur. 

induce him to take the risk A ^' uver and above it to 
supply of entrepreneurs is kenl rlLn^^lu grCat d cterrent the 
risk earn much more than the 7 ^ tboso -ho do take the 

profi ts are regard ed as a reward 7^1 77*?- °° ca P ital - Hence' 

As against this there is the view tbif +1 , 

eomc remuneration for risk-takW TJ? fl profits do contain 

’ ■ SW1 
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not because risks are borne, but because th e su perior en trepreneurs 
are able to reduce .them, 1 We might say with an appearance of a 
prffSdoxTKa^pr o fits are made not because risks are borne but 
because they are avoided and not borne. 

But it cannot be' denied that a great deal of pure profit is the 
reward for risk-bearing, whether due to trying new combinations 
' of factors or due tochanges in demand for the commodity in ques- 
tion. Let us understand more fully the nature of this element. of risk. 

We have already mentioned that pure profits contain the reward 
for risk-taking. But as Prof. Knight says all types of risks do not 
form an element of profit. Risks are of two k inds. Some risks can 
be foreseen .sr„anticipated rr afi?rSence "pfovI3eH~'’^ainst, or, techni- 
callyT^ESey can be insured'. Such risks are calculable because they 
can be measured by the laws of mathematical ..probability provided 
the number of instances considered is sufficiently large. For ins- 
tance, by the study of statistics of past mortality, we can predict 
almost with certainty the proportion of people that will die during 
the next year or years in a given age group. " In the same way 
accidents can be predicted and hence insured. The whole insurance 
business (and banking business) is run on this principle of 'Uniformity 
when large aggregates are involved. Such risks are assumed by 
insurance companies and can be easily escaped by the entrepreneur. 
The insurable risks are provided againBt. They are included in 
supplementary costs. They are thus part of costs and not of profits. 
Pure Profits ape surplus above costs. 

But there is a second class j)f risks thatcannot be fores een and 
hence cannot 1^rn9tm^~WTariationB irfthe demand for a commodity 
.ffiay take place "due to hundred and one factors like changes' in 
tastes, fashions, seasons, political factors, etc. * This makes every., 
business. more ..ox. Jes s a spe culativ e adventure-. The greater the 
element of speculation tho higher must be prbfita to attract business 
men to undertake such enterprises. It is for assuming unforeseen, 

{ non-detorminable and unpredictable risks that the entrepreneur is 
rewarded with profits. , • 

5. Profits, a Reward for Uncertainty-bearing. According to 
‘ FrofiJSmightfit is unce rtaint y-be arin g rgther than risk-taking which 
is H ^he^..speoiaUuncfibn ..q entrepreneur _an3~Kads3?,prqpk 
. We have seen that there are certain risks which are foreseen and 
provided against.; Risks of death and of accident like fire and ship 
sinkings are statistically determinable. Their incidence is measur- 
, able. , The insurance companies undertake these risks in return for 
, premia paid to them. Tho payments of these premia are included 
,, in the cost of production. The entrepreneur 'gets no profit on 
; account of these risks. Hence risk-t aking is .not J;he,. function jxf the 
i e Qltgpreneur butjof the insurance, companies . ‘ ’ • 

As for the other risks which are unforeseen and unpredictable, 
Knight will not call them risk but uncertainty. The term risk is 

Carver — Distribution of Wealth, p. 274. 
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applied to those dangers which are known and foreseen. The entre 
preneur does get a remuneration for bearing uncertainties (unfore- 
seeable risks) and nothing for the risks which have been foreseen the 
incidence of which is on the insurance companies. Just a 9 waiting 
(capital) is a factor of production, uncertainty-bearing has also been 
the status of a factor of production. * ' ~~ 

Liko other factors of production uncertainty-bearing has a 
BU Ppiy price i.e. unless a certain return Js expected, no entrepre^*" 
neur will be induced to face the uncertainty. The supply of this 
tactor, uncertainty-bearing, depends on the te^perament“of"ffie‘' 
0 r <^ U ^ ICrlC ' Ir ’ total resources at his command and the proportion 

°t these resources he is inclined to expose to uncertainty." A rich 
entrepreneur of a bold and ventufe-some spirit, who has made up 
ms mmd to invest a big proportion of his wealth, can take greater 
cer aiu } . A greater gain is necessary to induce an entrepreneur 
expose a larger proportion of his capital than when onlv a Btnall 
proportion is esposed. " 

'certaintTw-° b0rn< 5 ® *?* n * tkat ^ 4 .the .combination.„o£_jin- 
neur m L fn™ r? Ca S ltal ^hich brings a reward to the entrepre- 
ihert ^25*°“?, P r - ofits - Capital alone by ltselfTs 

mefnfn. it unce [ tE »nty-hcaring without capital has no 

meaning Hisontycapital which can be exposed to risk And 

entrepTefiefff °bf a ’speculative 
(mnd [be e mavi ’ e f ca ? ita !, at his command. On the other 
iviser’and timid ?? extraordinarily rich man but l le may be a 

,eome Si 

criticised to the fJlbwiAg ^ouS ^— ’’ “ & ° f profit haS been 

cntrepyeneurs^DSck'dffJnds laok^' n? limits the - supply .of 

ties and the presence“of ermrm' of knowledge, lack of opportuni- 
ty.^! c i. the supply of entrepreneurs” ““ S ° me ° f the factor8 

pr^S^Th^tth^ 8 ^ 4 ! 16 it function of the entre- 
that hinders, cy.. initiating. 

^/Icvated tolh^tatus^of a 
exertion, abstinence ' sacrifice pt« emer ! t real costs which mean 
Cost is not generally fr0m mon ^ eosti 

capital is a factor /f produettn but no? ?? We know thafc 
save capital. Hence uncertaintv^ - 1 tbe abstmeuce needed to 
separate factor. By dlcS nn?^ - C * ,mot ? tre ^d as a 

meant except that wherein business n °? ng farther is 

'more profits may be expected. here_ : is. greater uncertainty, 

theutme^Csriwn e^nSfj^'B ^trk^Zl 3 aBsociated 

-k. .' V!. arK r- He says that m a 
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bcaauso thcv aro earned at the expense of the* wage earner:*. I he; 
second view h represented by Prof. profits - 

simply a particular kind of wages. 

According to the socialist view of profit'.’ as expounded by R ftr ^ 
Marx profits nriso because leas is paid to the labourer than the value 
of his work. This is a deduction from Marx's famous theory of 
surplus value already considered by us. The argument essentially 
rests on the acceptance of the labour theory of value, which also we 
have criticised at another place. Here it may be added that under 
perfect competition rates of wants for the same type of labour tend 
to equality in the same industry, The same, wages are paid bv the 
employer who enrns no profits as by the one who earns high profits. 
The superior employer cams high profits not because he pays lower 
(this he cannot do under competition! but because on account of his 
superior organisational ability and uncertainty bearing powers; he 
can produce at lower cost than his inferior rival. This greater net 
return constitutes his profit, the reward of bis superior ability. 

Now consider Taussig’s view that profits arc merely, wages.. /or 

a special kind of labour. "Profits,’' s(iy.s'Tau^s|g, “.nnebesLreganled. 
as* s imply / Iorm'_of wages/ ’’“Tiid'bifbi ilcss man ’a income is irregular 
lio doubt because it is a surplus after meeting expenses of production. 
But this income is not due to mere chance. It, Js~thc ...oufc6mo_ of_ 
the exercise of special. ability, „ a soi l of ni entallnbo.u r,'I n o t ^pmcl/' *’ 
different ’/rom .the labour of- lawyers ’and ..judges. " .Moreover,'’ 1 "' 
Taussig continues, “salaried posts of management have.- a very, 
wide range — foremen, superintendents, general mnnngors, presidents. 

A process of transfer is constantly taking place between the salaried . 
ranks and independent business mnnngcrs. Both are affected by 
causes of the same sort.” The theory of wages, therefore, “ should 
consider the remuneration of every sort of labour of such inde- 
pendent workman as well as of a hired labourer.” 1 

Our consideration of the nature of profits has shown why this 
position of. Taussig cannot bo accepted. There are. fundamental 
differencesjietween wages and profits. Thus: — 

(t) Assumption^ of risk. and. uncertainty, is th epredom inant func- 
tion ofnn entrepreneur. Profits arc essentially a reward for this 
function’. ‘Tlfo lalioiuor does take, the risk of losing bis job if the 
industry fails, but his reward or wage is primarily for the labour 
performed by him not for tho risk, which is insignificant as compared 
with the risk taken by the employer. ' • 

(«) There is muc h greater element of clrnnco gai ns in profits 
: tlian in wage s. ‘Trriges^e-di;;ed--wnd^RtipiniT(ea''ihcomes while 
. profits aro irregular and uncertain duo to the factors of chance and 
uncertainties involved. Wages thus are “ earned incomes ** in a 
much more real sense than profits.. 

' Bart of profits, and in some oases a major part, is due to 

imperfections of compotit ion. Under imperfect co mpetition, while 

1. Tausaifr, Principles, Vo! li, - . \ 
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profits tend to swell, wages tend to be depressed, for reasons already 
noted. ' 

3 distinct from wages. How earnings of manage- 
:rom profits Becomes clear if we eonsidor the 
working of a joint stock company. Here profits are arrived at after 
payments have been made for all managerial work. .Those who earn 
these profits, i.e., the ordinary shareholders, perform no,, other func- 
tion but 'that of risk-bearing, rather uncertainty-bearing. Their 
earnings can by no, stretch of imagination be regarded as wages. 

■s 

> 9. Is Profit a Kind of Rent ? Auother view of profits makeB 

them analogous to rent. The Rent . XheotV^of-Profit as it may be 
called was first propounded by the American economist, F. A. 
Walker. He was the first to introduce distinction between a capi- 
taflsTancl an employer into English oconomic theory. An entrepre- 
neur need not be a capitalist. He is a person who undertakes a 
business without using any of his own capital. 

Walker, regards pr ofit, as. .pent., .of., ability. Just as there are 
different gradesmlands there are different grades of entrepreneurs. 
The least efficient entrepreneur, who must remain-in the field of pro- 
duction to meet the current demand, just recovers his cost of produc- 
tion. Above him are superior entrepreneurs of varying degrees of 
ability. Just as rentjirises because of the different ial adv antage 
enjoyed by-Tiuperior Jaad.dver.TheJmuiginaUffidrTpXoIifcrulso^is„~the . 
" reward for differential ability of the entrepren eur overjihe _ marginal 
ontrepren eurortfie no-p r ofit entrep reneur. Pr ofits are thus .like rent 
and lik&scnLdo-not-cnt-crTihto-price.. .Wages of management are not a 
profit. The marginal employer only earns the wages of management 
part of and no more. A slight unfavourable turn of prices or costs 
and he would prefer to work as an employee rather than an employer. 
Wages of management thus must be paid to keep up the given 
supply of entrepreneurs. Such wages thus enter into price. 

The theory possesses the same weaknesses as we considered 
when criticising Ricardo’s theory of rent. The employer who will 
leave the business with a slight unfavourable turn of events is not 
necessarily the least efficient. He may be higher up in the scale and 
may be attracted by more profitable alternative employment. The 
theory jjraoreover, doesjno t explain t he real natur e o f profiteyit *" 
iSerely providesalTbcst a measure yff .profits. It is wrong to say, 
again, "tifat"pfofits”Rd'not ent'er”ihto price. Tlicy“'may r “not in the , 
short period butthey must' in the Tong'poriod. The entrepreneur 1 
performs the essential function of risk bearing and unless the price { 
of the commodity is high enough to compensate the employer the ‘ 
supply of employers will decrease until the prioe rises high enough to ■ 
pay for the risk-bearing service. Some employers may be earning^ 
high profits but others meet with high losses. When the average is 
taken over a long period the so-called surplus tends to disappear. 
Finally, the theory even fails to explain the size of the profit The 
differential gam is due to scarcity of superior employers but why 


Profits thus ar< 
ment are distinct i 
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does this scarcity arise ? In the case of land, scarcity is due to the 
natural limitations. In the case of entrepreneurs there are no such 
limitations. The theory of profit must explain the cause of such 
scarcity. 

Thus, there is no doubt a_ differentia] element in _ pr ofits „as ^. in ^ 

rent, superiorietuiepreneurs earning higher profits. But the analogy 
encts'KeTo7“ There" may exist no-rent Jand .hut - there-oannot be-mo- ^ 
pi ofit entrepreneur. Rent may not enter price huh normal profitsjlo. 

10. Normal Profits. Some writers introduce the concept of 
normal profits. Surpluses that arise on account of uncertainty and 
imperfect competition are the phenomena of dynamic or changing 
conditions. As Prof. Knight points out, normal profits belong to 
the equilibrium state, and to the state in which changes are taking 
place which can be anticipated and calculated. Of course it is 
difficult to imagine a world entirely devoid of change. But wo can 
have societies, specially old established societies, in which conditions 
are relatively static and business methods have become of more or 
less a routine nature. 

In an equilibrium state or a static society resources are more or 
less fixed and have attained such a distribution between various in- 
dustries that there is no motive for transferring them from one em- 
ployment to another. Uncertainly, therefore, would be at a mini- 
mum and competition perfect. Under such conditions pure profits 
will tend to disappear and the'enkepreneur3 will only earn wages of 

superintendence. Normal^profits, ^therefore, practically come to 

earningsjif.jnanageinentr ~ 

In a progressive state also similar results can follow, provided 
competition is unrestricted and changes can be anticipated. But 
since changes are not uniform entrepreneurs in some industries may 
be able to make higher profits than in others. 

Surplus profits c an ari se in a dynamio.. world oven, though the 

factor of uncertainty isabsent, provided the period is short. ”*But 
this will ouly be a temporary condition. ~ Industries yielding profits 
higher than the normal will attract entrepreneurial ability and other 
factors of production. The rate of profits iu such industries will 
tend to fall. In the industries which are being depleted of suoh 
factors, profits will rise until the normal level of profits is es- 
tablished. But normal profits in a dynamic world need not neces- 
sarily equal to the wages of a hired manager even though the factor 
of uncertainty is absent. The very fact that change exists, even 
though it can be anticipated, means a heavier responsibility on the 
entrepreneur than in a purely static state. To keep up the supply 
of entrepreneurs, therefore, inducement must be given to take up 
such responsibility. But this additional payment over and above 
the wages of management will be kept within narrow limits by the 
iorcc-3 of competition. 

In a dynamic world, with element of uncertainty in existenoe 
even under competition, profits can be kept permanently above the 
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normal level. Abnormal profits also can permanently arise where the 
supply is in the hands of a monopolist and demand is inelastic. 
This will be so irrespective of the fact whether uncertainty exists or 
not. 

It should be noted, however, that uncertainty in its turn is not 
something constant. There are degrees of uncertainty. The greater 
the degree ol uncertainty the higher n-,ust be the profits to com- 
pensate the entrepreneurs for bearing its risks. 


11. Do Profits Tend to Equality? Here again ^cannot^ giye 
a uni fprtn .answer. It will depend upon the conditions that prevail. 
fiTaTstate of”equilibrium profits in tbe sense of wages of superinten- 
dence will be equalised. Pure profits will disappear. In a .state 
of society in which change _ is. present but t he factor of u ncertainty 
is absent profits will tend to ^equality ...about .. th e„, normal . level . as 
aIrea^yexplainedr'~T)i{fer'ences, however, will not be entirely absent 
because of the difference of ability. But these differences will be 
kept narrow by the force of competition On tbe whole one may say 
that the greater the , routine character o f_ an, . indu stryftli e . greater 
the ten3enoy^ oTproSts bo. equality provided the ’period is fairly long 
and competition unrestricted. In the short period, however, im.. 
e qualities p an„extah. . 


■ But when we are dealing with a changing society in which the 
factor of uncertainty is prominent, there is no tendency towards 
equality of profits even in the long run. Here profits may show 
considerable variations. The differential element of profits under 
such conditions become obvious. But as in the case of land 
it is a secondary not ultimate phenomenon. The differential ele- 
ment exists because exceptional talent 1 capable of successful handl- 
ing of business under conditions of uncertainty is scarce. This 
scaroity is due to the conditions of supply of entrepreneurs as 
a class. Let us investigate these conditions. 


12. Forces Controlling the Supply of Entrepreneurs. Why 

are people attracted to the entrepreneur’s profession? For one, 
there is independence which people prefer to working under some- 
one. Secondly, there is the lure of the possibility of high profits. To 
counterbalance these attractions there is the risk of losing your all 
and becoming bankrupt. Then the element of responsibility does 
not appeal to all men. In most cases, moreover, a knowledge of 
trade conditions is essential. Employers are thus largely recruited 
from a small class of people who have grown up in the recruited 
atmosphere. 


There are mainly three ways in which a person may become 
the head of a business : (i) Advantage of birth and heredity may 
fit him for this purpose. He may grow up in an atmosphere of busi- 
ness and learn the secrets of the profession from the father or a rela- 
tive; (it) m employed manager may deem it worth while after learning 
the ways of the business to set up as an independent employer ; (in) 
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explained the reasons -why entrepreneurs are senree and why it is 
not easy to increase their supply. The demand for entrepreneurs, 
especially entrepreneurs of exceptional ability, is groat in the modem 
conditions of production. The marginal productivity of entrepre- 
neurs is high, there fore -, profits'are' high? ~ The greater - the” ' factor -’of i| 
uncertivinty7'tTio greater the jJscamCy' of ' employers of ability high !' 
enough to make a success of business, the higher the profits. ’ 

The only difference in the application of the theorj- of marginal 
productivity to entrepreneurs as compared with other factors is that 
hero tho forces of competition work directly, while in the case of other 
factors theyjw ork^t hrouHii ...tho, .employer.. The ultimate substance 
is thc same, "’it is the community’s competing demands that have to 
be satisfied and thus entrepreneurial abiliiy has alternative uses. 
Forccs^p.f competition tend to equalise. the, profits ^ of omp]oyers of 
e aiHLdbiijty. 

The theory, however , cann ot _ bo applied _in , snch„,a ..clear- cut 
way to profits as~it applies to^ cl he pjdi eno tpena of— value. This is 
duel^l^acrthat tho 'cmployerpcrfovras a complex set of func- 
tions and the. element of uncertainty refuses to be standardised. 
Moreover, .employers cannot -bb- increased or .decreased .in ...minute 
-dQses.eince.the3 , „eonstitutc a. -largo. -unit. Withdrawal of one unit 
may disorganise the whole business. It is thus difficult to measure 
the marginal net product of the .services .-^i^lusTTfa'etarr.of rpro- 
duptipn 

14. Conclusion Regarding the Determination of Profits. 

In conclusion about the determination of profits we may say that 
n o ono theory i s jrdenuatcuto-cxplain-profits. Different views em- 
phasise different aspeots of the functions of the entrepreneur. The 
real difficulty, arises from thn„fact t]iat_protit.,,jfi„not.a.JiQrnogeneous 
iuep,me',J Tt is a compos ite jncome'duQ.^tQuJ;h.e. -.composite -character f 
qfiho-funotion-of-thajcmtreprcneuig e.g., he takes risks, bears un-\ 
certainty, plans, initiates, makes decision, etc. No one of thorn can 
fully explain the true nature of profits. Mere analysis of profit into 
its component parts according to tho various functions for which 
they are a payment also cannot explain the emergency of profits, 
Thojjimc theory must explain why organising ability , is so scarce, ( 
because it is this scarcity in the face of demand for exceptional 1 
entrepreneurial ability that leads to the omevgoncy of tho surplus - 
called pure profits in the modern world of uncertainty and change. 
Such a theory must explain why tho qualities essential for a suc- 
cessful , entrepreneur (imagination, ofgaiii8ihg' ''abllftyr judgment, 
courage, etc.,) are so se'aree’. How far ‘ tins" limitation is due to 
natural causes and how far to environmental factors '! The theory i 
“must explain exceptional profits due to conjunctional gains and the i 
element of monopoly. Mojeovor, monetary factors also cannot be 1 
ignored. Nor can we ign ore th e influonoe of the present sooial 
stratification of speiety. whicir,jr^icT?rifiolfilifyC'fnnl~";dpp61dIt!fity. 
Due to these complexities no comprehensive theory of profits lias j 
yet been expounded. In a general way the marginal productivity 
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accept a thing either because they are sure that others will accept 
it from them on the same terms or that they can put them to some 
alternative uses. Cheques and bills of exchange arc not universally 
accepted, hence they are 'not'mbneyr" Wheat will not be universally 
accepted by people . beyond certain quantities. Wheat is a bad 
money. material. Gold and silver are generally accepted because 
they have alternative uses which give them value apart from being 
money material. Currency notes are accepted because people are 
sure they can pay them Each in their purchases or in the last resort 
to the issuing authority in return for values received, etc. General 
acceptability also depends upon stability of the value of the money 
material as we shall see below. 

> Jfi) Portability. • The material used should be easily portable. In 
other words it should contain large value in small bulk. Coal, for - 
instance, is not a good’ material for money while gold, silver arid- 
paper are. 

Modern post offices and banks help greatly in tlie movement 
of funds from place to place. You deposit money at one place and . 
withdraw it at another. The actual money deposited rarely moves. 

{c)-.Cognizaldlity is another essential quality. Cognizability • 
implies the quality of being readily recognised. If you have to 
carry a special apparatus to test the genuineness' of the money 
material -considerable inconvenience will be caused. Circulation in 
. the form of coins and currency notes of recognizable designs meet 
this difficulty' ... . . . 

(d) ''Homogeneity. The material should be of uniform quality. 

If the quality is not uniform it will not contain the same value in 
the samri Jralk. : 

(e) " Divisibility. The material should be capable -of being , 

divided into smaller parts without losing value. • For, instance a 
diamond when cut into two pieces docs not have the same value as 
before division. Cattle cannot be divided at all without ceasing to 
be cattle. Gold and silver .can be thus divided. A tola of gold or 
silver has the same value in whatever, number of parts they' may 
he divided.;/ ' ' . , ’ : : 

( / ) durability . Perishable commodities are not good materials 
for money. They lose their , value after a time. Animals for 
instance may fall ill, get weak-or die. The same applies to perishable 
goods, j . 

J {oY Most of all money should be comparative!}’ stable in- value 
since it has to serve as a standard for measuring other values. Gold 
-arid silver again arc more stable in value than other commodities. 
Since they are durable' large stocks of these metals are available 
though not large enough to .make them very cheap. -The annual 
production forms a small proportion of these alreadv existing stocks 
and thus affect their value very, little. , .' 

Tim stability of the purchasing power of -paper depends upon - 
the artificial control on its issue. ' A well - managed paper money 
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A few words now may be said about each of these kinds. 

14. Coin* and Coinage. Metallic currency or coins are pieces 
of metal of particular fineness and weight with both sides stamped 
with thejymbols of the government of the country. The edges of 
coins of higher values are usually milled to save deterioration, and 
as a means of detecting any meddling with the coin. Our silver 
rupee, prior to the present war, consisted of 180 grains of Bilver, 11/12 
fine. The word fineness is used to indicate the proportion of pure 
metal to alloy in the coin. Remedy allowances are the limits within 
which a coin may vary in weight or fineness without ceasing to be 
legally acceptable. It is also called 'tolerance of the mint.’ So far 

as our rupee is concerned the remedy in weight is — and remedy 


in fineness 


* 1 

2000 


Coinage may bo gratuitous or free. In the former case no charge 
is made for coinage by the authority. In the latter, no restrictions 
are placed upon coinage. Any body can take the metal to the 
mint and got it coined. Thus India had free coinage of silver before 
1893. Any one could take silver to the mint and get it coined into 
rupees. But free coinage need not be gratuitous. The authority 
may make a charge for coining. If this charge is equal to the cost 
of converting bullion into coin it is called mintage or brassage. If it 
is 'higher than this cost, it is known as Seigniorage. Seigniorage may 
be charged by including an alloy in the coin or by a direct charge. 

Seigniorage is defended on the ground that it makes the metallic 
content of the coin less than its face value and thus there is no 
inducement for the coin to be melted. ’ It abo increases the utility 
of the metal. Gratuitous coinage is defended on the ground that 
being the function of the State the coat should fall on the public 
exchequer. Free coinage is favoured because it provides a cheok 
against inflation, t.e., over issue of currency. More of this later. 

15. Token Coins. Metallic currency may be fall bodied coins 
or token coins. A full bodied coin is one the face value of which is 
equal to the value of the metal contained in it. A token coin has a 
face value higher than its value as metal. The Indian rupee is a token 
coin. Its value aB metal is only a fraction of a rupee. Before 1893, 
the Indian rupee was a full bodied coin. If melted it could be sold 
for a rupee worth of metal. 

Coins are made token, coins for two reasons. First, it is 
cheaper to have token coins in circulation than full bodied coins. 
Secondly, there is lesser danger of token ooins being melted. Some- 
times the price of the metal of the coin may rise so much as to make 
it a full bodied coin. Then it begins to* be melted or hoarded. For 
instance, in 1917 due to the rise in the price of silver the India* 
rupee ceased to be a token coin and bogan to disappear from > 
circulation. The government had. considerable trouble in supplying 
an adequate media of exchange. Similarly in 1940 standard c«ins 
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present century. England was on gold standard.' India was thus 
on gold exchange standard. When England left gold in September 
rupee was still linked with sterling. India, was then (and is now) 
on Sterlirig Exchange Standard. We shall study these systems 
~m detail later, - '' 

18. Paper Money The term paper money applies to bank 
notes and government notes which pass from hand to ’hand without 
difficulty and without question. The term does hot generally 
apply to cheques and bills that have > only a limited circulation. 
The latter are instruments of credit and will, receive our attention 
later. 

Paper money is of two types — convertible and inconvertible. 
The former is that which can ■ be converted into standard coin (or 
standard metal)' at the option of the holder, the latter is not 
convertible in this sense. 

The convertibility of paper money is necessary both to inspire 
confidence in the minds of the people and to keep its issue within 
certain bounds. As we shall see later an increase in the supply of 
money unaccompanied by a corresponding increase in its demand 
lower its value in a similar way as happens in the case of any other 
commodity. The issue of paper money therefore is normally regu- 
lated by the law of the State. One method of such regulation is to 
make it convertible into coins or standard metal. 

I 

The greatest danger of inconvertible paper money is the possi- 
bility of its over-issue. It is a great temptation to government 
especially in emergencies like (wars to increase their resources by 
printing more notes and using them as purchasing power. There are 
many examples of such over-issue in the currency history of the 
world, e.g Germany during and after the last war is an extreme' 
example. , Excessive note-issue has taken place in India too during 
the last few years. We shall come to the consequences of inflation, 
which is the technical term used for such over-issue, in a later 
chapter. , ' 

19. Bank Money. Bank money consists of the various instru- 
ments of credit. Credit means good opinion' founded on the “ belief 
in a person’s veracity, integrity, ability and virtue.” In economics 
credit means confidence in a person’s ability to pay. 

Credit instruments or bank money takes various forms. Among 
these are : cheques, bills of exchange, banker’s drafts, etc. We shall 
discuss them > in detail in a subsequent chapter. Here it may be 
noted that strictly speaking credit instruments are not money since 
they are not universally acceptable. 

20. Money of Account. Before we end this chapter on the 
nature of money a term may be explained — money of account. 
Money of account is the monetary unit in terms of which the ac- 
counts of a oountiy are kept and transactions made. ’ The Rupee, 
for instance, is our money of account. Sterling, Dollar, Franc and 
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Mark are the money ofa&count respectively of Great Britain, the 

United States, France and Germany. 

AH these units arc also the circulating media in the above 
countries respectively. But it need not be so. Money of account 
may bo different from the monov actually circulating in n country. 

For instance, on account of inflation the German Mark got heavily 
depreciated m W22-24 People lost faith in it, since no ono knew 
what the value of the Mark would be the next day, even the next 
hour. It was risky to enter into transactions in terms of a currency 
with so uncertain a value. Mark therefore ceased to he the money 
of account People entered into transactions in terms of the 
American Dollar which was the most stable currency at the time. 
The payments were made in MarkB but the transactions were entered 
into in terms of Dollars. A fixed amount of dollars was to bo made 
good by paying the necessary amount of marks. The Dollar thus 
became the money of account in Germany. 

21- Debasement and Depredation of Money. Many un- 
scrupulous monnrehs in the past when hard pressed for funds had 
recourse to debasement of coinage to tide over their financial troubles. 
Debasement is also dene by some people who are fraudulently inclin- 
ed. The usual methods adopted for the purpose are : — 

(«) Clipping — Metal is finely cut off from the edges. But modem 
coins have milled edges and clipping is now out of the question. 

(ii) Suxating—tly using some chemicals the quantity of metal 
in the coin is reduced. 

(iii) Abrasion — The coins are put in a bag and vigorously shaken 
for some time. Somo minute particles of the metal are left in the 
bag. 

This is what the old swindlor did. His modern counterpart has 
discovered other flourishing trades, viz., printing notes, counterfeiting 
coins, etc. Our rupee specially lends itself to such fraudulent 
practices. Many clever peoplo especially goldsmiths or others well- 
versed in such arts make their own rupees and pass them on to 
others. AH modern governments impose heavy penalties for such 
crimes. Also the coins and notes are so designed as to make 
counterfeiting difiicult if not impossible. 

Any fetato debasing its own currency is sure to lower its own 
prestige and incur national dishonour. But when the- States 
are m a financially tight corner, they now resort to tho printing 
press and print notes. _ All governments do it during war, some 
more, others less. This is known as inflation. The result is currency 
depreciation which means lowering of the value of currency. Money 
buys less for the prices have risen. 

1 22. Gresham’s Law. Queen Elizabeth was anxious to reform 

,he English currency debased by her father, Hemy VIII. But she 
yas puzzled by the fact that whatever new coins she put into circula- 
tion they disappeared. Sir Thomas Gresham, her Financial Adviser, 
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was asked to throw light on this and the explanation he offered has 
been dignified into a Law known after hia name. 

Gresham’s Law can be briefly put as 'Bad money drives good 
money out of circulation *. 

How does it operate ? Gresham’s Law operates in three ways : 

(a) Good money is hoarded ; 

( b ) Good money is melted ; and 

(c) Good money is exported. 

By good money hero we mean new full valued coins of standard 
weight and fineness rand bad money is that which has been debased 
or is worn out so that it is of less value. For the three purposes men- 
tioned above good money is more suitable. Being hoarded, melted 
or exported abroad, it will disappear from circulation leaving behind 
only bad money in circulation. > 

When does Gresham’s Law operate ? This law operates under 
three circumstances : 

(а) When full valued coins and debased, counterfeit or worn out 
coins circulate side by side ; 

(б) When metallic money and depreciated paper money Circulate 
side by side ; and 

(c) under Bimetallism, t.e., when there aro two standard 
(principal) coins, i.e., both unlimited legal tender, both subject to 
free coinage and both having metallic value equal to face value. 
The operation of Gresham’s Law under Bimetallism is explained in 
the next chapter. 

r Limilation of the Law. It will not oporato (a) if there is short- 
age of currency ; and (6) if there is strong public opinion against bad 
money in which case it is bad money which will have to go, 

23. Indian System of Money. The principal coin in India is a 
Rupee which at present is almost made of nickel. Its intrinsic 
worth is not more than two-throe annas. The rupee is the money 
of account and a standard measure of value. Next is the 8-anna 
piece whose metallic make-up is like that of the Rupee. Both aro 
unlimited legal tender. Then wo have small coins — 4-anna piece, 
2-anna piece, an anna, half, anna and pice. The pice is used only 
in accouming and is not found in active circulation. These coins aro 
limited legal tender and are legal tender up to one rupee. 

We have no standard coin, i.e., coin whoso'intrinsio or metallic 
value is equal to its ‘face’ or official value. None of our coinB is a 
full valued coin. They ore all token coins. Our rupee is unlimited 
legal tender but it is a token coin. Its metallio value is much less 
than its face value. It has been called a ‘note printed on silver’. 
It would be more correct to say now that It is a note printed on 
nickel. 1 - 

Besides metallio money, we have paper .currency too. Onr 
notes are of the denominations of Rs. 100, Rs. 10, Rs. 6, Rs, 2 and 
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MONETARY SYSTEMS ' 

1. Introduction. To parform’ itg functions adequately money 
must be properly organized. Wo have seen that one of the most 
important functions of money is to serve as tho standard measure 
of value. It is necessary, therefore, that the valuo of tho monetary 
unit itself should not fluctuate too violently. To achievo this end 
tho value of tho currency unit is usually fixed in terms of one or two 
metals, usually gold and silver. Sometimes a country fixes tho 
value of its currency in terms of the currency of another country 
and artificially maintains it there. Thus result the various monetary 
systems or monetary standards which have been adopted in practice 
from time to time. , Wo now proceed to discuss them as under : — 

(a) Bimetallism, where two metals are standard metals, usually 
gold and silver. 

(b) Monometallism, where either gold or silver is the standard 

metal. When it is silver it is silver standard, and when gold, gold 
standard. Gold standard may take the forms of full Gold Standard, 
Gold Bullion Standard or Gold Exchange Standard, > 

(c) Paper Standards 

2. Bimetallism. Under,. Bimetallism both gold and silver are 

standard metals. A ratioTaTfixo3~by law between tlioir values which 
is .maintained by... authority. Coins of oach of tho metals are un- 
limited legal tender. 1 Debts can bo paid in either gold or silver at 
the debtor’s option. , 

Sometimes both coins njo .unlimitcdLIegal tender but only in ono 
there is^ceo^fcqmage. Tfnswas the caso in Franco whore tho silver' 
fraWcTwas not subject to free coinage. Such a standard is called 
l IAmp'ma8iandard\ ’ • r ■ . ... 

“^Blraetallism was adopted by Prance in 1803. The ratio between 
gold and silver was fixed at 15J- oz. of silver for ono oz. of gold. 
France, was able to maintain this ratio for about fifty years. Duo to j 
discoveries of gold in •1848-50 the supply of gold increased and its' 
matket value relative to silver fell. France was then compelled to 
chango' its original ratio and give silver a higher value in' order to 
save it, from the melting pot under the operation of Gresham's Law. 
This law may be stated thus : 

"Other things being equal, when in a country two (or more) 
kinds of money circulate at the same time, bad money drives out 
good money from circulation.” An example will make clear the 
operation, of this law under bimetallism. Suppose a country main- 
taining a Bimetallic standard fixes the ratio at. 15| oz. of silver 'for 
one oz. of gold as France did. If the supply of gold increases to 
such ah extent that in tho market only 15 oz, of silver is , enough 



412 MODERN ECONOMIC THEORY 

'to bur nn ounce of field it Trill mean that the ratio fixed by the 
government is undcr-valuing silver and over-valuing field. Cow 
boro will bo bad money nnd silver pood money. 

their payments in the cheaper .me til gold nnd board sTryer^Nlwreovnr 
they will take their ounce of gbVd to thtf ihint find exchange it lor 
151' oiinoM of silver, sell 15 ounces of silver For one ounce of gold m 
the market and thus make a finin of 1 ounce of silver on every 
transaction. Gold will be used as money nnd silver will disappear 
from circulation. Rad money thus drives coml money out of 
circulation. Instead of Bimetallism the country is left with 
Monometallism. One way of maintaining Bimetallism, therefore, is to 
change the mint ratio according to chances in the ^market ratio be- 
tween the valne of the two metals. France did this by debasing ho 
silver coins, so that a smaller amount of silver was made equal to 
the same amount of gold. 

Another method by which the ratio between the two metals 
may be maintained ib by a large number of countries adopting the 
Bimetallio syetem. Under such conditions if one of the metals sav 
gold becomes cheaper its demand from the Bimetallic countries 
increases while ' the demand for silver corrcsputidfiifiTy decreases. 
This'tends to depress the price of silver nnd rai.'r the price of gold 
thus bringing them near the ratio established by the countries on 
Bimetallism. It was with this end in view that France, Belgium, 
Italy nnd Switzerland founded a monetary union in 1SC>5. A few 
years later Greece, Scrvi.i, Rumania and some South American 
States nleo joined this Union. But this Union was also unable to 
maintain Bimetallism and broke down in 1874 when the price of 
silver fell in terms of gold. 

During tho last quarter of the 10th century several attempts 
• were made to establish Bimetallism on an international scale. But 
tho plan could not succeed without tho co-operation of tho 
United Kingdom. Tho latter country did not want to change her 
monotary standard. 

Bimetallism was favoured by tho United States to safeguiird 
her silver interests. India closed her mints to tho free coinage of 
silver in 1893 thus depressing the price of silver, which was already 
falling since 1874, duo to increase in ita production audits demoneti- 
zation by several countries. In 1897 tho Government of India were 
asked whether they, would re-open the Indian mints to tho froo 
coinage of silver if Franco and the United States opened theirs to the 
free coinago of gold as well as silver. Tho Government of India did 
not favour this suggestion. Thus tho mints of France and theU.S.A: 
remainod closed to tho free coinago of silver. 

Another motivo for establishing international Bimetallism was 
to increase tho supply of money in tho faco of increasing production 
in the world. When two motals aro legal tender naturally more 
money is available, for carrying on transactions. Tho development 
of banking and tho use of paper money and credit instruments 
supplied this need and ultimately tho idea of an international 
Bimetallism was given op. ' 1 
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3. Merits andfaemerits of Bimetallism. The following mento 
are claimed for Bimetallism : — 


Merits and^e 


1. Ample supply of media of exchange is assured. Thore boing 
two metals of which money can be minted there will be few occasions 
of scarcity. 


■2.*; . The banks will find' it easy to keep the necessary cash 
reserves. against liabilities; Both silver and gold coins being un- 
limited legal tender, they can keep reserve in any or both. 

3. The government has also some fiscal advantages. ' It can 
meet its requirements of cash more easily than would be the caso 
under monometallism. 

Bimetallism is supposed to facilitate international trade as 
par of exchange can be established with all countries whether oh 
gold or silver. The silver currency can be matched - with silver and 
gold .with gold. * . . . - 

v 'f>. Bimetallism has Leon advocated- - in preference to .universal 
gold standard on the ground that the stock of gold in the world 
will hot bo enough to cope with the • demand for gold for monetary 
purposes. 7 " , , . 

1 6 . Arguments in favour of Bimetallism acquired greater foroe 
in the last quarter of the 19fch century when the price -of silver 
registered a phenomenal fall. It was thought that, .the adoption of 
Bimetallism bv all countries would arrest this fall. It was fenred 
that unless this was done, the purchasing power of the silver-using 
’ countries would bo seriously curtailed and this was bound to have 
• adverse repercussions in those countries which rolled on markets in 
the silver-using . countries. 

_• . 'SI. . It was claimed that the bimetallic standard would bo more 
stable. It was expeoted that fall in the prioe of one metal may be 
counteracted by. the rise in that of the other. • 

I Case against Bimetallism. Formidable as the above arguments 
may -look, all-efforts tb bolstor up bimetallic' standard failed. AH 
.were convinced that unless adopted internationally it had n6 chance 
•of functioning successfully and of this there was little prospect, 
England showed no inclination towards Adopting it and ' set 
the fashion for other advanced countries. : • / ■' ' 

VAdopted by a single country, bimetallism was sure to degenerate 
into alternative standard (either gold or silver) through the operation 
of Gresham’s Law. 

; > The world has now discoverer! a mnoh cheaper medium , of 
‘exchange, t.e., paper, and bimetallism is unnecessary to ensure ample 
supply of currency! The paper currency is as good a reserve for 
the banks.' The issue of paper money also, enables the governments 
to' tide over their Hiumcial difficulties during a period of. stress and 
strain.' ' 1 ' . ' . 

" l « . ' .. „ wt 1 y * , * • 1 -> * ■ *j * ; •- * 

The technique of foreign exchanges has been so perfected that 
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international trade can be promoted even without h iving a bi- 
metallic standard. 

Paper being now the real medium of exchange nil arguments in 
favour of bimetallism intended to mrtt the shortage of supply of 
precious metals have lost their force. 

As for stability, gold or ailvcr monometallism bar manifested 
much greater i tability as it has been ronurJ.ed that one sober person 
will be able to walk much more stcidily than two tipsy lellows 
with their arms interlocked. 


Divergences, almost daily, between the mint ratio and tlio 
market ratio nro sure to caiw» confus-on in trade, en"ender 
speculation and create complications in the working of the monetary 
system. J 


Can the official min! ratio btU/rut gold aud silver nnd-r bimetal, 
him be rnaintainc l '{ The advocates of the gold standard filv vea! 
They point to what has been called the c<rmper.*2tory action of'the 
bimetallic standard. It is -aid that any divergence between the 
mint and the market ratio will let loose forces which « id remove 
this divergence. The following example will make this clear 

Suppose the mint ratio between gold and silver is 1*15 Thi# 
means that one gold com is equal to 15 silver coins. Now suppose < 
that in tbo market the relative prices of the two metals have so 
changed that ratio is 1:16 Now it will bo to the advent tec of a 
ponon to go to the market and exchange one gold coin f or £f 
coin, put Is. in his pocket and exchange 15 silver coins for 
gold coin; and repeat the process. If many people do lil-e 
they should do, demand f *,l u r in the L^fwill^ 
and its pi ico must n«e Tim, process will ro on fill H, „ J - e 

price of mlver is sufficient to restore the old ratio :15 which " wm 

1 " inlteml of^DbS ’ fh 

w.h be stimulated and the previous ratio will’be restored 11 " oono r g °w 


i’ho compensatory action looks perfect in theorv Hut •< 
be a perpetual sea-saw. The market rates must varv f ,1 * W,U 
day so that either gold coins arc driven out of circuknon o? 1 , 
stiver corns are driven out. It doe, not speak well of th» lr ' 8 
of a monetary standard. It is no a'.., “ t s Ability 

advocates of bimetallism now It is not at J"l !r t lcry “ re 

matters the world has now moved Far" head ,r ° In tbeso 

4- Silver Standard. Under a silver a<nnrio»j , ... 

monetary unites fixed and ' tho 

usually done by the free coma mi n r D f torms of silver. This is 
i weight and fineness. India for mt0 00103 ofa given 

\ from 18.1 j to 1S93 Thorupee Was freklv ' 1Tn5 ^f f ilver-standard 
1 fixdd at ISO grains 11/12 E K n °' n ^ n itS ™* ht ™ 
5 coined from tho mint into rupeesand ™nlln h Sll f® r c °uld get it 
?, could bo melted in order to obtain silver tf ° th ° r ^ 
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This system made the expansion and contraction ( of^ currency 
automaticJ3^irQuBle;atqse''‘When.^ thb'gold ’ price of silver began to 
fall sorjously after 1874. | TEib fall was"' ’due partly to the _ greater 
supply~o!“aim contraction in the demand for silver, and partly to the 
greater demand fpr,.gold,by yariqus Eurdpean countries for currency 
purcKSSes’’ unaccompanied by increase in the supply of the yellow 

The consequences.of the fall in the value of silver were serious 
for India. It paid people to purchase silver cheaper and get it 
coined into rupees from the mint. This led to a genera! rise in prices 
due to the increase in the amount of money in circulation. Our 
import trade suffered, because more silver rupees were required to 
pay for imports ot* a given value in sterling which along with gold 
(since England was cn Gold Standard) appreciated, in terms of 
rupees. The burden of India’s sterling obligations (Home Charges 
as they are calledl also increased for the same reason. Difficulties 
thus arose in balancing the Indian Budget. Ultimately at the . 
recommendation of a committee (Herschall Committee) of experts 
the Indian min ts were,, closed.. to -.the -..free ■ coinage of silver. Thus 
ended the^sflyer,, standard, in.,-India* ' 


The general principles of the working of the silver standard are 
the same as those of the gold standard discussed below. Gold 
standard, however, is preferable to silver standard because the 
yellow metal is far less subject to fluctuations in its value than 
silver. 


5. Full Gold Standard. A country is on a full gold standard 
when goldjSpye3.not,only.as^standard of value but also, circulates 
as cojngi — Before 1914 Britain bad t&IFkmcTof gold’ standard and so 
hacfthd'U.'S. A., France, Germany and other European countries. 

We may illustrate its working from the example ofpre-1914 
Britain. Gold circulated in the form of sovereigns of a given 

weight (I13g|ggrs.) of pure gold, plus a little alloy. The actual 

weight of the Sovereign was 123'27447 grains fine, fn other words 

one ounce of gold 11/12 fine could be coined into £3 17s. 10M. in 
English money. Actually the Bank only gave £3 17s. 9i. for every 
ounce of suoh gold. To purchase an ounce of standard gold from 
the Bank one had to pay £3 17s. 10|d. per oz. Under this system, 
therefore, the purchasing power of a British sovereign could not rise 
appreciably above or fall appreciably below>J 23*27447 grains of gold 

ll/L2fine or 113^ grains of pure gold. 

, The system could not be maintained during the World War of 
1914*1918 and had to be given up. In April, 1925, Great Britain 
adopted Gold Stindard but of a different variety, t.c., Gold Bullion 
tin dard. 
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6. Gold Bullion Standard. Under this system jEe_yalue_o£ 
tho currency is used in terms of gota’ By making „suoh currency 
ctinVe'f tJBTeMnt o gold and "vitc"vcria. ” But gold docs not drculate as 
corns. - : - 

" the United Kingdom under the Gold Bullion Standard the 
Bank of England was willing to buy any amount of gold at £3 17a. 

per ounce 11/12 fine and to sell it in minimum amounts of 400 . 
ounces, at £3 17s. 10id. This was the samo rate as before 1914.. 
Gold was ailowc(Kfree lv to moye jnto or outside „ the country. No 
goltTcoins circulated. Tho idea was to make gold available on ly for 
foreign. payments. — . • 

The Gold Bullion Standard (.'as adopted in India in 1947- on the 
recommendation of the Hilton Young Commission. The currenov 
authority was placed under an obligation to buy or sell gold at rates - 
announced beforehand but the minimum quantity fixed was 400 o/..' 
of gold. The commission claimed that it had all the advantages of 
a full ggldtstandard minus its disadvantages : — 


i%{) It is economical as no gold coins have to he minted and 


put 


intB circulation. In their., daily dealings, .the .public_i!se a cheap’ 
medium of exchange either paper, money-or rupee's;": 

- 't x 

It makes for national prestige because gold is made freely 
available both tor use inside the country and for exporting it abroad 
and not merely for exehango purposes as under the Gold Exchango 
Standard. ./'*■ 

o paper currenoy under gold bullion standard has a more 
tangible and solid backing. It is convertible into gold. But under 
the Gold Exchange Standard one token (note) is convertible into 
another token (rupee). 1 ' 

(it’) It is also claimed that automatic mechanism for expansion 
and contraction of currency is maintained, for the currency will be 
expanded when gold is sold to the currency authority and it will be 
contracted when gold is purchased by the public. 

i 

But these merits of the gold bullion standard are more or less 
theoretical, at any rate, they turned out to be so in the case of I ndia ‘ 
For the average man the convertibility of notes into gold was a farce- 
for who couid bring sufficient paper monev to purchase 400 oz of 
gold (400 oz. = 1065 tolas) ? if the price of gold is Rs. 100 per tola 
which is the approximate price these days, it will mean that to test 
«>e convertibility of notes into gold one must bring currenoy notes 
.wprth about rupees one lakh. For the ordinary man, therefore ' 
aiotes are practically inconvertible. In a country like India if the 
botes are made convertible into gold under the above conditions 
j;nd not into rupees, public confidence in the paper currency will be 
it^dely shaken. Under Gold Bullion Standard automatic expansion 

and contraction of currency was not brought about. 

In 1931, England went off the Gold standard and so did India, 


i ! 
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The Gold Bullion Standard made an exit, ‘unwept, unhonoured and 
unsung/ 

Some economists think that since there is no shortage of gold in 
the world nmv, the full gold standard should be preferred, because 
it is more ‘automatic in its working. In a later chapter we shall 
study the working, failures and prospects of gold standard in greater 
details. 


7. Gold Exchange Standard. This system was adopted by 
various countries like India, Denmark and Australia. India was 
on this system when the v,ar of 10 14-1 d broke out. Under it the 
internal currency con sisted of silver rupee's which wore token coins 
and-^aper’ribte’^'but^orToretgri ’ -pay merits ' British’’ currency* (con- 
verts oleTutcf^ -was 1 sold' by' thft'G over n ment in return 

for rupe eF atirGired'rytW Tn Eohdosffiio Secretary ’of State sold 
rupees (called' UotmoiTBufs since they were sold by the authority of 


the Secretary of State in Council) to those who wanted to make pay- 
ments in India. When Government of India sold drafts on the 


Secretary of State, they were called Reverse Councils. The rates 1 
for buying and selling of rupees were fixed in such a way as to keep 
the sterling-rupee ratio at Is. 4 d. or near about. 


The Gold Exchange Standard necessitates the keeping of two 
reserves, one in the country which has adopted it, m the form of home 
currency and the other at a foreign centre. The successful function- 
ing of the system depends on the adequacy of these funds. The 
Government of India maintained a reserve for the purpose called the 
Gold' Standard Reserve. The country adopting Gold Exchange 
Standard may be called the satellite country and the other country 
with whose currency the inferior currency is linked may he called 
the ‘planet’ country. 


The system broke down during the war of 1914-18 due to great 
demand for rupees accompanied by an excessive rise in the price of 
silver. High price of silver made the rupee a full-bodied coin (in- 
stead of being a token coin as it was) leading to it3 melting and hoar- 
ding. Store rupees were required to make payment for the excess 
of Indian exports over imports resulting form the war. The govern- 
ment was unable to supply rupees at the old fixed rate. Eirst the 
rate was raised but later the attempt to maintain the rupee in termB 
of the sterling was given up. After the war (during 1920) the gold 
exchange standard was again tried at 2s. (gold) per rupee, but had 
to be given up. This,time for opposite reasons, viz., o fall in the 
price of silver accompanied by a great demand for sterling due to 
excess of imports over exports and the necessity of making payments 
abroad. The government, was unable to sell sterling (buy rupees) at 
2s. gold or even at ?s. sterling (sterling ^vas not on gold at' that time 
and had depreciated in terms of that metal). 

Among the advantages claimed for the cold exchange standard 
was that it gave all the advantage* of the full gold standard with- 


I. Before tho war ot IS) It the selling and buying rates of tho rupee wore 
Is. 4f 'd. and Is. 3 £B /aa d respectively, tlio former in London [Council Bills] rmcl 
tho latter in India [Roverpc Councils] , \ 
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out involving the use of gold Moieover linking the rupee with 
the sterling was said to be of benefit to India, because of her const* 
derable trade relations with Great Britain and the financial status ot 
London in the international field. International payments when 
made through sterling were considerably facilitated. While the ster- 
ling link gave the rupee a high status. 

Defects of Ike Gold Exchange Standard. The Gold Exchange' 
Standard was criticised by the Hilton Young Commission in scathing" 
terms The following points may be mentioned in this connection": 

(t) It is too abstract, far from simple and 'unintelligible to the 
uninstructed public ’ Not even educated Indians could easily 
understand its working. Such a system cannot inspire popular con- t 
fidence or enthusiasm. It made the .currency authority a suspect 
m the eyes of the public. .. * 

(ri) As the system opeiated in India, there was unnecessary 
duplication of the reserves. There were thiee reserves in India — 
Gold Standard Reserve, Paper Currency Reserve and the Government 
of India’s balances. These reserves had their counterparts in,- 
England , 

(in) The systom was not automatic. In its operation it depend-' 
ed too much on the will of the currency authority. 

(tv) It lacks elasticity. Expansion of currency did take places 
m India when rupees were issued to meet Council Bills but once , 
issued the rupees remained m circulation. There were no moans by * 
which contraction of currency could be effected . , *• 

(v) A very serious defect w that the currency policy of one. . 
country becomes subservient to that of another country. The 
T i," an rupee was subject to all misfortunes to which English"-, 
currency may have been subjected to. 

(at) The Hilton Young Commission was of the opinion that the, 
Gold Exchange Standard had great inherent defects and it was not" 
possible to correot them. They came to the conclusion that it could 
not be mended, it must be ended. Accordingly they recommended 
its replacement by Gold Bullion Standard. 

All the three system* described above are, broadly speaking, 
forms of gold standard. Let us now proceed to examine the advant- 
ages and defects of a system of currency in which gold is the 
ultimate standard of value. 

8. Advantages of Gol<^ Standard. Several advantages are 
claimed for gold standard, especially when it is adopted simultane- 
ously by a number of countries, i.e„ international gold standards. 
According to theory gold standard possesses the following ad- ' 
vantages : 

(1) rt is an objective system and is not subject to the changing 
policies of tbs Government or the currency authority. 
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(2) It enables the country to maintain the purchasing power of 

its currency over long periods. This 13 so because the currency and 
credit structure 13 ultimately based on the gold in possession of the 
currency authority. 1 • 

(3) Another important advantage claimed for gold standard is 
that it preserves and maintains the external value of the currency 
(rate of exchange) within narrow limits. 2 As a matter of fact within 
the gold standard system, it provides fixed exchanges which is a 
great boon to the traders and investors. International division of 
labour is greatly facilitated. 

It in fact gives all the advantages of a common international 
currency. ' It establishes an international measure of value. As 
Marshall pointed out before the Fowler Committee (report on 
Indian Currency in 1898) the ohange to a gold basis is like a move- 
ment towards bringing the railway gauge on the side branches of the 
world’s jailway into unison with the main lines 2 . This greatly faci- 
litates foreign trade, because fluctuations in’ rates of exchange 
hamper international trade. 

, ^(5) It is further claimed that gold standard helps to adjust the 
balance of-payments between countries automatically. How this 
happens may be illustrated by a simple example. Suppose England 
and America are both on gold standard and only trade with each 
other and that a balance of payments is due from England to America. 
Gold will be exported from England to America. The British 
central bank will lose gold. This will contract currency in England 
ard bring about a fall in the British price level. Price level in 
America -will rise due to larger gold reserves and expansion of 
currency and credit. England will become a good market to buy 
from and bad market to sell in. Conversely America will become a 
good market to sell in and a bad market to buy from. British ex- 
ports will be encouraged and imports discouraged. American exports 
will be discouraged and imports encouraged. The balance of 
payments will tend to move in favour of Britain until the equili- 
brium is reached. It is in this way that movements of gold by 
affecting prices and trade keep equilibrium among gold standard 
countries. , More of this later. 

■ (6) -It inspires confidence and contributes to national prestige, 
for *' so long as nine people out of ten in every country think the 
gold standard the best, it is the best. 

9. -Disadvantages of the Gold Standard. Gold standard is not 
free from disadvantages : 

(i) It is costly and the cost is unnecessary. We only want / 
medium of exchange, why should it be made of gold % It is a lux’-' 

* The y ellow metal could tickle the fanoy of savages only.’ / 

J (ti) Even the value of gold has not been found to be abs' 
stable over long periods. • ' ' 

t. See chapter 011 Central Banks. See. 0. 

2, See chapter on Foreign Exchanges. 

3. Report Fowler Cemruittee, para 34, 



MONETARY SYSTEMS 


421 


Thirdly, most important of *all, the government and central 
banks should not off- fet the effects of gold movements. A country 
losing gold must allow its price level to fall and the one that gains 
gold must allow the price level to rise. When gold comes In currency 
should be expanded and when it'goes out the currency should cor- 
respondingly contract. 

Since World War I these conditions have not been satisfied 
and the countries concerned have not obeyed the rules of the gold 
standard. 

v 12. Why Gold Standard Broke Down ? The gold standard 
broke down in country after country soon after its rehabilitation 
during tbe post 1914-18 war decade. There were several reasons for 
this development. 

First, due to general political unsettlement a habit arose on 
the part of certain Continental countries to keep their funds for short 
periods in foreign central banks especially in Great Britain. These 
funds were liable to be withdrawn at the earliest danger signal. 
Withdrawal of such funds from Britain on the part of France led to 
gold standard being suspended in 1931 in the former country. They 
Bank of England could not afford tojose its gold resources in large 
quantities at such a Bhort notice'. 

Secondly, international obligations in the form of Reparations 
and War Debts arose out of the last World War. Since the creditor 
countries refused to accept payments in the form of goods and also 
refused to continue lending to the debtors the debts had to be 
cleared through gold movements. This led to concentration of 3/4 
of the world’s gold in the U. S. A. and France, the two chief creditor 
countries. The gold left with the other countries was not enough to 
enable them to maintain gold standard successfully. 

Thirdly, the gold-receiving countries did not “plav the game 
of the gold standard.” They (especially the U. S. A.) did not allow 
this gold to have any effect on their price levels. The gold was 
‘‘sterilised” or made ineffective. Had prices risen in these 
countries imports would have been encouraged and exports discourag- 
ed and an unfavourable balance of trade would have led to the 
movements of gold in the reverse direction. Since this was not 
allowed to happen the gold standard failed to work automatically. 

Fourthly, Gold Standard failed also because the economic 
structure of the various countries concerned had become less and less 
elastio after the World War of 1914-18. This was due to several 
causes. The enormous growth in the indebtedness of the Govern- 
ments and Local Authorities resulted in a mass of interest payments 
fixed by contract over a long period of years. The huge expenditure 
in the fc" 1 of payments to the social services could not be ea$ r 
reduced. The trade unions were now able to offer a much stro 7 
resistance to wage cuts than before 1914. The prices "of ra/ 
terials and finished goods were becoming more and more r 
partial monopolies, cartel agreements, etc. The result was ' 
no longer moved in the directions warranted by gold mo 
equilibrium failed to be restored as of old. , ' 
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Fifthly, another weakness that was discovered in the gold 
standard in practice was that it was always liable to collapse in a 
crisis . It has often been called a fair weather standard only. An- 
other objection that was frequently urged against the system was 
that gold movements caused inconvenient changes in interest rates. 
Deflation for instance may be made necessary in a time of crisis to 
prevent a suspension of the standard. But deflation which involves 
falling wages and prices may prove a cause of Eerious trouble. Wage 
cuts are resisted by trade unions, and falling prices increase the 
bnrden cf Government and other people who have filed payments to 
make Moreover, falling prices discourage enterprise and create 
unemployment. 


Thus it was that country after country abandoned this system 
of currency. „ 

13. The Future of Gold Standard. It is unlikely that after 
the experiences .of the inter-war period gold standard will be esta- 
blished in the conventional sense by any country of the world, 
bold standard worked more or less automatically under the pre-1914 
conditions of trade and finance. The experience of the inter- war 
period showed that the gold standard required quite a fair degree 
and s t ,n grcater degree of co-operation for its 
oheveH ^ he f “ les . °t the S ame of the system must be 

r eVenthe ?- ther,gldlt,ei5 of Die economic system stood 

m the way of proper adjustments of price levels and coste nece-ary 
for its successful working. Moreover, gold had got maldistributed 
among the vanous countries, America possessing the l onl 'hare 
of ™ d 8 6tock » 1939. It could not be redistributed without 
° f unre - tr icted movements of goods All these 
co o|«arioTv d a m foX tl0r, ‘ il c °-°P eratio , D of a Wgb degree. If such 

.ccf.4ii r 32 zxsz h “ d 1, * d b "" 

Sonlh t&° St pro,1 "if2 countries, like America and 

lated gold, could not 'unnnrt n™^ mtfl . eno ™° us stock of acoumu- 
Moreover, from the ion^p^iod^Mfat 1 0 ?^?* ^ P,a £? d n ° part ' 
without solid foundations of gold Sid not Lpirl 

Brettonwoods ScbemeTof ® ^ i?' hat 18 known 1X3 the 

scheme aims at achieving ah Monetary Fund. This 

Without its disadvantages by internsttf^^ ° fa . gold stand »rd 
stiU play a role but not ^ - tl0nal c °-°Peration. Gold will 

gold standard. 6 aS - ^ did the 

Foreign Exchanges. " “ t lls - okeme m our chapter on 

■Rules of the e Gofd^ e ten^d’ d tiih V e e tefl ntS ' F e h « ve referred in the 
rQ the In 2ow and outflow of gold. Let 
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us 'understand why, gold movements lake place. Bonham has men- 
tioned the following causes of gold flows*: — 

1. Monetary Policjj. If a country inflates its currency, and 
• the others do not, its prices relative to world prices will rise. ThiB 

will check exports and increase imports and under a free gold stand- 
ard, gold will flow out. 

2. Capital Movements. If a country is lending iuonoy abroad, its 
balance of payments becomes adverse and gold must move out.- But 
when this happens and the rules of the gold standard are observed, 
there will be a corresponding contraction of currency (or in technical 
tepns its money income will bo reduced). Brices will correspondingly 
fall and check imports and stimulate exports. Gold will then tend 
to return. The country that receives gold will find its money in- 
comes increased (i.c., the currency will expand) and prices will rise. 
Imports will increase and exports decrease so that it will develop 
an unfavourable balance to that extent. Then gold will flow out. 

3. Reciprocal Supply and Demand of Goods and Services. A 
country which develops a surplus of exports of goods and services 
will tend to acquire gold and vice versa. 

4. Changes in Population. If population increases duo to in- 

creased immigration, demand for money will increase; its value will 
rise, i.e„ prices will fall; exports will increase and imports will bo 
.checked and gold will tend to flow in. The decrease in population 
will havo the 'opposite effect. $ 

5. Changes in Capital. Increased savings in a country will 
lead to large accumulation of capital. This will give a fillip to 
production, output will increase, prices will fall,. exports will increase 
and imports decrease and gold will flow in. 

6. Changes in Technique. A marked technical progress taking 
place in a country will cheapen its production. Imports will bo 
checked, exports will increase and gold will flow in. 

7. Changes in Demand. If on account of any reason the de- 
mand in foreign countries for the goods of a country dooreases then 
exports will fall off. Other things remaining the same, gold will 
flow. out. 

“It should be remembered that it is always changes relatively 
to other countries, and not absolute changes, which are important 
in this context.” (Benham) 

IS. Paper Standard or Managed Paper Currency or Currency 
Exchange Standard. Under this system paper money is the stand- 
ard money. The currency authority of the country does not accept 
the responsibility to convert the paper money into gold. After the 
World Economic Depression (starting from 1929) many countries 
including Great Britain and India were compelled to give up the 


1. Benham — Economics, 1040, pp, £50 — 450. 
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Gold Standard for reasons to be considered in a suhseqnent chapter. 
They were thus ltd to adopt what may be called the Piper Standard. 

As far as India is concerned the system is callei the Sterling 
Exchange Standard. But since sterling is not on gold thn system is 
also a vane tv of the Paper Standard. As soon as sterling is put on 
a gold basis the Sterling Exchange Standard becomes Gold Exchange 
Standard. 


The currency authority in India now is the Reserve Bank of 
India. This Bank maintains the value of the rupee in terms ot 
sterling at the ratio Is. G d. by buying and selling sterling at Is. 6 3 / ls <k 
and Is. 5-49/G4 per rupee respectively in amount not less than 
£10,000. The internal currency consists as before of rupee (token) 
coins and rupee notes of various denominations. 


This is a currency exchange standard since the standard is the 
currency of a country not on gold. If the country concernel was 
Frame it would have been caeed the Prance Exchange Standard and 
if the U. S A., Dollar Exchange Standard. - 


Great Britain is also on paper standard these days, though the 
British pound sterling, as a matter of policy, has been kept at a fixed 
value in terms of dollars. 


Even though Great Britain has abandoned Gold Standard since 
September, 1931, and sterling is no longer legally convertible into 
gold, the currency of the country is still regulated with reference' to 
gold reserves in accordance with the Bank Charter Act of IS as 
amended later. 


To avoid fluctuations in the external value of the sterling an 
Exchange Equuizatiun Account has been constituted. This Account 
is under the control o! the B atish Treasury, but is ua effect a depart- 
ment of the Bank of England. When foreign funds flow into Great 
Britain (usually for short periods) demand for sterling arises and 
sterling would normally appreciate in terms of foreign money. Such 
funds are acquired by the Exchange Equilization Fund and thns ab- 
normal appreciation of sterling is prevented. Conversely when 
funds nove out of England demand for foreign currency would 
normally depreciate sterling in terms of that currency. The Exchange 
Equilization Account releases gold for such’ payments and thus saves 
sterling from abnormal depreciation. 


® est Currency System. The question arises: 
Which is the best currency system out of those discussed above. The 
answer is not a simple one. Different systems have worked more or 
ess. efficiently under different circumstances. A better way of 
asking the same question would be : What is the test of a good cur- 
rency system ? 


Roughly speaking a currency system must 
conditions : — 


fulfil the following 


(i) .It must maintain a reasonable stability of prices in the conn- 
try. this means its internal value or purchasing power in terms of goods 


• ' CHAPTER XXXIII 
THE VALUE OF MONEY 


1. Introduction. In the previous chapter wo noted that the 
best raonoy system is one which preserves tho stability of the Internal 
and external value of money. The question arises ; What do you 
mean by term ‘value of money.* 

The term valuo of money has been variously used, Tlmjul may , 
mean : 


(t) Its command over a definite weight and fintwi of gold or 
silver as is the case under gold and silver st indard respectively. 

(ft) The units of foreign currency that- it will purchase." For 
instance, at, present the rupco has vain o' in term of sterling of Is. Od, 
This is called the exchange rate or exchange ratio. 


(»»«) ll s command over goods and services within a country. 
This is usually called the (internal) purchasing power of money. 

When wo use the term "the value of money" without quali- 
fiention wc mean it in tho third senso above. 

It should he noted that the value of inotiei\ or its purchasing 
power, has a definite though inverse relation with the general level 
of pnees in a country. When general prices rise the valuo of money 
falls ; conversely when general prices fall the value of money rises 
In this connection the terms appreciation and depreciation are also 
used. \\ hen prices cm there is a depreciation of money, when they 
fall there is appreciation. J •’ 

In th, is diapter we shall discuss the. causes of variations in the 
value of money, *.c., its purchasing power over goods and services In 

time. °° Among "thes'e *n ro : ^ haVC h ° Cn nd ™ wd timi to 

(») Tho Quantity Theory of Money. 

(ii) Tho Cost of Production Theory of money. 

(m) Tho Marginal Utility Theory of Money. 

(w) The State Theory of Money 

After discussing these theories wc 'shall give the correct view at the 


form ncoorflng^te the^Qu^itity Tbco^vofVn ’ n , its eim P lc9t 

varies inversely as itH quantiL -. ^uLt ?,?^ t! '° ™ lu ° ? f mon °y 
and other things boing eaual ^urinn n i . 10 quantity of manoy, 
and the value of money one half Halva th°n Wlce " 9 as before, 
other things being eq^Tprices wi» h« 1 r*. 0 * m , QQ0 J' aad 

before and the valuo of moneydoubllm ° no ' llnlf of whnt were 


Tautsig : Prinoiplos of Economics, Vol. 1. 
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Thus PT=MV+M r l 

MV-I-M'Y' 

P--- T 

Profes°or Fisher contends that in the short period f, V, V' remain 
ronstant. Tho proportion of M-’ to M Jrlho remains constant. a hero* 

fore P varies directly with M. In other word*--- (valm- of money) 

varies inversely with M or quantity of innnrv in circulation. 

Why do “other things" (T, V, V' and proportion of M' to M) re- 
main constant. ? Professor Ei«hcr holds that : 

Transactions or amonnt of work to he done hy money remains 
constant m the «lmit period, hecau'e population docs not change, 
production per head of population does not chance, percentage of 
consumption by producers docs not change, percentage of exchange 
by barter docs not chnipe and the rapidity of circulation of goods 
docs not change. Methods of production and habits of the people 
in this connection nre practically fixed. Thus the demand for money 
romains constant. 


As regards the supply side rapidity of circulation of money and 
credit depends upon cu=tom and business habits of t ho people. The 
proportion of M' to M depends upon the policy of tlm banks, dll 
these do not. change appreciably in the abort period. Hence tho 
value of money varies inversely with its quantity. 

■■ 4. Criticism of the Quantity Theory’. The Quantity Theory 

lias been widely criticised. With the qualification “ other things 
remaining the same ” it is a melos? truism. The real trouble is that 
\ , other things never remain the same. They change not,only in tho 
\ long period but also in a comparatively short period. Population, 
amount of business transacted per head of tho population, velocity 
of circulation, policy ns regards the proportion of credit to cash all 
aro subject to change, and changes in them are constantly occurring. 
Moreover, tlieso factors aro not independent variables ns Fisher 
assumes. For instance, a change in M in itself may cause a change 
in V, and thus a change in P more in proportion to n change in M. 
After the last Great War the German mark was depreciating fast, 
i Peoplo lost' confidence in it, so that no one was willing to hold it. 
The moment people received any money, they at onco turned it into 
goods. Tho rapidity of circulation of monoy (V) inorea°ed progres- 
, sively and out of all proportion to tho increnso in the note issue (M). 

i Similarly a change in M raav cause and does cause frequently change 

in T, and a ahaugo in P mav load to change in M. An incroaso in 
! the supply of money may raise prices, inoreaso profits and stimulate 

, production beyond the profitable level thus again depressing prices. 

Moreover higher prioe level mav necessitate the issue of more money 
; to cariy on transactions. Thus Inch price, level may be the cause 
rather than the effect of the increase in tho quantity of money. 
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The most important exposition of this view of money, however, 
is by the German Economist G.F. Knapp (1842-192(3). He has 'ex- 
pounded it in his well known book “State Theory of Money”. 
According to Knapp money derives its substance from the authority 
of the state. Law proceeds from the State; money is accordingly 
a State institution.” Its validity is independent of .the contents 
of the pieces circulating as coins. 

Several objections can be advanced against this theory. First, 
money can come into existence without its creation by the State. 
Secondly., notes and deposits of private banks are independent of 
State control. Thirdly, the value of money largely depends upon its 
quantity. The State can control the value of money only by 
controlling its quantity. The State cannot maintain any value of 
moq^yht likes as is shown by the history of inflation in various coun- 
trMkduritig two great wars and other periods. 

"'The principle of regulation of money by authority, however, 
has been accepted in recent years especially after the Depression of 
the ’thirties. But this far from justifies the position taken by the 
State theorists. 

8. Supply and Demand Theory of Money i We know that 
the value of money depends on the price level. It varies -in- 
versely as the general level of prices, i.e., if the prices rise its 
value falls and vice versa. But the price level depends on the one 
hand on demand for money {i.e. volume of goods being sold) and 
the supply of money, (i.e., quantity). The correct view of the value 
of money explains it in terms of 'its supply and demand. It 
states that c at any moment, the value of money like the value of 
other eommodites is deter nined by the relation between the 
demand for money and its supply’. The Quantity Theory also 
speaks of the supply of and demand for money, but fails to 
present adequately the forces acting behind supply and demand. 
It takes many of the factors of the situation as constant and 
lays stress primarily on the quantity of money in circulation. 
Moreover, the concept of demand for money in the equation is too 
vague. Let us take the supply and demand separately and study 
the various forces behind them. 

* * 

9. The Supply of Money. In a-modern community the supply 
of money may consist of (a) metallic bullion, i.e., gold or silver ; 
(6) legal tender currency issued by the government or under 
government regulation ; (c) various instruments of credit, e.y, 
cheques, drafts, bills of exchange, etc. 

Each of these sources of supply depend upon various conditions 
(u) Metallic Bullion. The amount of bullion available for currency 
purposes can increase on account of (i) improvement in mining 
methods ; (ii) discovery of new mininig deposits ; or (Hi) more sold 
coming from other non-monetary uses ' ' ' 

(b) The amount of legal tender currency and other subsidiary 
coins will depend upon (0 the nature of government regulations as 
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the house is the demand for occupation.” 1 

The demand for money is thus the demand to hold money rather 
than consume it. Money may be held by private individuals, busi- 
ness organizations, or public institutions of various kinds. Why do 
people want to hold money 1 The reasons are various. Ordinary 
consumers hold money in order to meet their day-to-day requirements 
for purchasing consumer’s goods. Entrepreneurs, may hold it for 
their current expenditure on wages and other sundry expenses. 
Public bodies also hold money for a similar reason. Sometimes 
money is held due to the lack of a more profitable alternative. The 
other alternatives to holding money are to spend it on consumer’s 
goods or to, invest it.' Investment ' may be in goods, securities or 
mere balances in the hanks. People do not and cannot spend all 
their incomes as soon as they arrive. The expenditure has to be 
spaced according to requirements. As regards investment it is not 
always an attractive alternative especially during short periods. It 
may be troublesome or risky. Stocks of goods require looking after 
and can deteriorate or depreciate in value. Securities also may fall 
in value. The bank interest on savings may not be high enough to 
attract funds.' Similarly profits may be either low or may be ex- 
pected to fall. Under such conditions more money will be held than- 
invested. Thus people tend to hold more money during a depression 
than during a period of brisk trade. The demand for money during 
a depression is therefore high and consequently its.value is high. In 
other words general prices during a depression are low. On the 
other hand when higher profits are expected, investments inorease 
and the demand for money falls (i.e., loss money is held by the 
people) the value of money falls or the general level of price rises. 
This tendency of the people to hold money has . been called by Lord 
Keynes “liquidity ' preference.” Thus there can be increase or de- 
crease in “liquidity preference, ” meaning thereby that people prefer 
to hold more or less of their' incomes in the form of ready purchasing 
power. . ; 

The demand for money in this sense depends upon various cir- 
cumstances. An increase in population will necessitate larger 
amounts of money to be held. . Any methods by which 'currenoy can 
be economised [e.g., barter, amalgamation . of business, etc.) will re- 
duce the demand for money. ' More, equal distribution of wealth will 
tend to increase -the demand for money, because poorer sections of 
the community will be able'to hold more money than before; More- 
over, ■ psychological causes • also may affect the demand for money. 
As we- have already said expectation of fall in prioes (rise iu the value 
of ; money) will cau3e people to hold money rather than spend it. 
Conversely, if prices are expected to rise people will tend to hold less 
1 money, i.e., either -it will be spent or invested. - . • v - , , 

The idea of “velocity of circulation” in the Quantity Theory 
was- criticised by Professor Camian' and others. The concept is 

I. Quoted by- Stevenson and Branton : Economics of Banking;:. Trade 
and Finance, p. 15, 
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vague. Expressed m terms of demand for money the same idea 
becomes more definite For mst nice, during periods of rising prices 
or depreciating currency the velocity of circulation of money is said 
to have increased We can also say that the demand for money has 
decreased The moment a person gets hold of some money he tne= 
to get rid of it bi spending it The oppos te happens when price- 
UTe'falUng During a depression instead of saying that the velocity 
of circulation of money is low, we say that the demand ior money is 
high 

11. Elasticity of Demand for Money is Unity. When we say 
that the value of money depend* cxclus-vely on its quantity (*.e., 
doubling of money halves its value and halving it doubles its value) 
it is based on an important assumption bat elasticity of demand for 
money is unity 


Rem and for mono} largely depends on the extent oi barter and 
credit and above all on the volume of transaction 1 - It is assumed 
that over a period there is little change m the conditions of demand 
for money (i e., the demand curve remains unchanged). Demand for 
money remaining the tunic, its value will, therefore, entirely depend 
on its supply (pi quantity). Any change in the quantity of money, 
will biing about an exactly proportionate change in the value of money. 
If the quantity of money increases 100%, prices use 100% and if 
quantity of money is decreased 100%, prices will come down exactly 
100 %. 


This does not happen in the cu'-e of a commodity If the supply 
of wheat is increased 100%, its value will not fall 100%. Why 7 

It is supposed that money is just a ticket serving as a medium 
of exchange and it ha e no use apart from it. In case, therefore, it i* 
increased, it must he exchanged for goods iu existence. Suppose 
there are 100 articles in a community and there arc 100 coins ; 100 
coins will exchange for 100 articles and the price will ho one coin 
per article Now if the quantity of money is doubled then 200 coins 
will exchange for 100 articles and the price will bo 2 coins per article. 
The purchasing power of 200 coins and 100 coins remains the same 
i.e., in both casts 100 articles aie purchased. It is said, therefore, 
that the change in the quantity of money is immaterial. This is ex- 
pressed by saying that elasticity of demand for money is unity. 

But is elasticity of demand for money really unity 7 No. 

In the world of reality we do not find that every change in the 
quantity' of money is followed by an exactly prop >rtionate change in 

P n ®2, * e T. e Germany when inflation was going on after 
norld M ar I prices ro=e much more than were justified by the in- 
crease m the circulating media. Inflation necessitates further in- 
flation. Demand for mcney also goes on increasing side by side 
People lose confidence in their curroncv much faster at every stage 
of inflation. Prices are expected to rise every day. People start 
charging ‘tomorrow’s price. Hence when quantity of money in 
creases, its value docs not fall proportionated but it falls much more. 
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In the same manner when there is depression, prices go on falling 
oven though then: is no change in the quantity of money. During 
world-wide depression of early ’thirties many cnmtries increased the 
supply of currency to raise tho prices but there was little reponse. 

The fact is that price phenomenon is a complicate I phenomenon. 
Quantity of money is only one of tho many factors affecting it, it 
is, therefore, idle to expect that every change in the quantity of 
money wilt be reflected by exactly proportionate change in the price 
level. We may, therefore, conclude tiiat elasticity of demand for 
money is not unity. 

12. Conclusion os Regards the Value of Money. The value of 
money like the value of every other thing Is determined oy the inter- 
action of the forces of supply and demand. The supply of money 
in a modern community consists of gold or silver bullion, legal tender 
currency, subsidiary coins and the various credit instruments like 
cheques, bills of exchange, haul: loans, etc. The supply of monetary 
bullion depends upon technical efficiency ns regatds mining, discovery 
of few mines, and diversion from non -monetary uses including hoards. 
The supply of legal tender and subsidiary coins depends upon regula- 
tions of the government, and tho needs of the government for itself. 
The volume of bank money is determined by the magnitude of 
deposits and the credit policy of the banks, The stage of the 
economio development of a community will determine what sort of 
money is used to what extent. 

Tho demand for money comes from private individuals and 
various private and pnblio organizitions who desire to hold cash. 
The amount demanded is determined by factors like the size of the 
population, the methods of payments adopted, the volumo of pay- 
ments to be made, the way the wealth is distributed in the com- 
munity and finally the general outlook as regaids business prospects. 

It is tho supply together with tho domand that determines tho 
values of money or tho general price level. Given the supply, an 
increase in demand raises tho value of money or lowers general prices, 
as happens during periods of depression. Conversely, given the de- 
mand for money an inoreaso in its supply lowers the value of money 
or raises tho general lovel of prices as happens* during periods of 
brisk trade. The price level tendB to be maintained at that point 
where Bupply and demand are in equilibrium. 

. An Anomaly. During periods of brisk trade ‘"volume of trans- 
act ons very much increases which means an increase in demand for 
money. Hence value of money should increase and tho prices 
should fall. ‘Conversely, when trade is stagnant, there is little de- 
mand for money, its vaffie should fall, i e., prices rise. But the case 
is quite the opposite. What is the explanation \ 

The explanation lies in the faot that the volume of credit 
readily responds, to tho general business conditions. In timos of 
business prosperity, there is a ^greater readiness to grant and use 
credit, This is due to general optimism prevailing at the time. 
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Hence expansion of credit outstrips i he volume of trade. -Expan- 
sion of credit means increase m general purchasing power and the 
rising of prices. During depression credit is shy and it contracts 
much more than is justified by the decrease in volume of trade.. The 
prices come down. 

Select References - 

1. Taussig — Principle:-! of Economics, Vol. I. 

2. Hayek — Prices and Production, Lecture I. 

3. Keynes — A Treatise on Money. ■ - 

4. Whittaker— A History of Economic Ideas' - -- - - 

5. Seligman — Principles of Economics. ' . ' V 

6. Weiser — Natural Value, p. 47 ownards. 

i. Steven.-on'l jj conom j C; , 0 f Banking, Trade and Finance, 
Branton J P- 15 onwards. 

8. Crowther — An Outline of Money. 

9. Cole— Money —its present and future. 

10. Fisher — The Purchasing Power of Money, pages 15 .’-155. 

11. Keynes— The General Theory of Employment, Interest and 

Money, pages 293-30G. * • ' 

12. Brij Narain— Money and Banking (S. Chand & Co.) 



CHAPTER XXXIV 

MONEY AND PRICES - ' 

1. Introduction. We have seen in the previouB ohapter that 
the value of money is inversely related to the general level of prices. 
When the general level of prices goes up, the value of money goes 
down and conversely, when the. general level of prices goe3 down the 
value of money goes up. Thus prices fell all over the world during 
the period of Depression 1929-1933, the value of money appreciated. 
During the War the value of money depreciated since prices rose in 
almost all countries. 

A sudden change in the value of money or the general level of 
prices is a serious matter, since it disturbs all contracts and results 
in redistribution of wealth among the various classes of the people. 
Several problems therefore arise in this connection. First, we want 
to know what consequences follow from quick changes in general 
prices. Secondly, is it possible to measure the degree of such changes?- 
If so how ? Thirdly, what can be done to control such fluctuations 
in prices ? 

2. Inflation, Deflation and Reflation. Before we proceed 

further, a few terms may be explained. These are generally used 
,'wbile talking of abnormal price 'changes. By inflation is meant an 
exoessive rise in. the general, level, of prices \5Sually on account , of an 
itfcreafeTiri the ^supply of money, unaccompanied , by a corresponding 
inorease in/lomand.i When prices rise due to increased gold supply we 
speak' of gold inflation, when due to currency notes, currency infla- 
tion and when it is caused by an over-expansion of oredit, the term 
credit inflation is used. Mere inflation implies an excessive rise in. 
general prices due to some, any, or all of these causes. .Inflation 
can also result if the demand for money falb off, even / though the 
supply remains the same. But such occasions are rare. Several 
European countries after World War I furnished instances of the 
evilB of inflation. The preseut-day China is also passing through a 
similar phase where one shoe costs some millions of dollars. In 
Germany there was so much inflation that the German mark became 
practically . valueless. It was fast losing value everyday so that 
nobody liked to. receive it. If a shopkeeper got it ho made his 
man run as fast as he could to an exchange in the street corner (there 
were such exchanges in every street corner) to exchange it for some 
foreign money which had comparatively stable value. Suoh a state 
is described as a' ‘flight from currehoy’. It was estimated that if 
the entire German national debt was repaid to - one man, be could 
not buy a bench with the amount, he could perhaps buy a packet 
of cigarettes. f 

How. excessive inflation turns the society upside down can be 
illustrated by the instance of two brothers in Germany who inherited 
a huge fortune from their father. One of them kept his portion in 
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the bank and did not touch it and the other exhausted hft fortune 
1,1 <innk« and filial n allnr v.ith empty bottle .. W! j j 
occurnd th. thrifty brotl or hnd the departing - - nmce of fi ul- 

liig that the purchasing powi r of hit million* in the hank* wL re- 

V!rr b r th r-'r ™ a 

Spld Z m ° c!a^ •’" " ° r " ■ They VcrenwMcty 

D< flalion ft opposite of inflation. It m-uis nn or. r r , „ •„ 
pr,cc ; ,I„„,„„„ lt „| i(mof jZltl'fS 

P riceB li«w c"m r “to™'„™TOrllSil™lo°i[ '“'S’ 1 * Wl,™ 

ceases to bo profitable, the cum her authot v nmTT? nClmty 
of putting raoro money into circulation iv. lMi k ad P‘. !nw ’V rre 
and encouraging economic enterprise This is o k 1? T™* P T ? 

to meet depre-mns suggested bv those l o IdnSt/, ’° r{ T d,ea 

ria'^r * -* d ^- J^5»"ar4s 

» .? S 2 ? sr- « -* - 

overnight it makes no material l n T;f t doi)b, ° or ftro !m,vcd 
the people concerned But tins nee n i*” { H ' oronoinic position of 
prices change in different degrees ^ bnp],t . n '- Actl,n % different 

all. Some groups of prices maTevemW Pr,CC " not «*«*« «t 

5? rnces ffierely rcfera to tb ° «^s? pfi: jLr ss 

thelr1eIpem,ve C dr 0d i ,i( " arc tho 

m ho supply of money. ’oS^S? ^ of money, an increase 
fall the reason is usually a rfte inil,’ Vi 'i ?? st P ncC9 show a quick - 
explained earlier. ,n ,ht d omand for money in the sense 

3 . Consequences r>f m 

S;"co,i2: Ir^ 

(») The investing class- / , 

as ?h' s, Th d - rta ' ,i ?’ h ™ •; "" d <‘"i ite 

I- 

shares. A rise in the general level Vr ’ debcntur es and preference 
They can purchase feu er good and ,® f - pnce hit * this class [ lnr d 

while CT’ The! ->sine SS or ,tentre? tban befor ° with that 
h tbe Sak P nces «e rising their r* gains beCTUS0 

1 01 Production usually lags 
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behind. Wage3 and salaries, for instanco, are fixed by agreements 
which are not immediately revised, rent and interest charges remain 
tbe same. The earning class also stands to lose when prices rise 
since their wages and salaries do not move up correspondingly. Their 
real wages go down. But as a period of rising prices is a period of 
trade and industrial activity, wage earners will gain in continuity of 
'employment. 

We may al’o notice the effect on debtors and creditors, 
Whon prices rise the debtors gain. Tho debts are paid by the 
' sale of commodities or services. In case the debtor is a 
producer, ho will have to part with loss quantity of the commodity 
to pay a given amount of tho debt. In case ho is a worker, a lesser 
quantity of work will be enough to discharge the debt. 

When prices rise tho general body of consumers suffer 
Unless they belong to the category of business mon, speculators or 
‘ black-marketeers the scale of consumption has to bo cut down whon - 
everything becomes dear. 

The downward movements of prices produce opposite results on 
these classes. The rentier class gains and so does tho earning class 
since their comparatively fixed incomes purchase more in terms of 
goods and services. But if there is continued depression the workers 
may lose on account of general unemployment. Only those lucky 
few gain who are able to keep employment. The business clas3 on 
the other hand suffers. In tho first place falling prices reduco their 
gross incomes from business undertakings. Secondly, the various 
elements of cost, like fixed charges and wages, come down if at all 
slowly. Their business profits are thus seriously cut down. 

Tho debtors lose when tbo prices fall because they have to part 
with larger quantity of goods and services in order to repay a given 
debt. In the early ’thirties the burden of land revenue on tho Indian 
peasant was increased manifold, when tho prices of agricultural com- 
modities fell incredibly low. Tho creditors, on tho other hand, gain 
because the monoy that they get back buys much more than whon 
they lent it. 

The general body of consumers gain from low prices. They are 
>, able to improve their standard of living. 

- On the whole we might say that, broadly speaking, all debtors 
gain from rising prices and lose from falling prices, since their fixed 
monetary obligations mean moro in goods and services when prices 
,--fall and less when prices rise, Tho creditors on tho other hand gain 
when prices fall and lose when they rise. . _ 

Taking agrioulturo and Indus! ry as such the variations in prices 
do not affect each of them to tlie sumo_degree. As the experience of 
tlie reo'ent world depression showed prices of agricultural _ products 
tend to decline more quickly and recover more slowly than industrial 
produots. This is due to differences in conditions of demand and 
supply. Agricultural operations havo a slow rate of turnover since 
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crops must tako time to grow and become available in the market. 
Moreover, control on supply is difficult to exercise because of the 
scattered nature and agricultural production units. The demand for 
agricultural goods also is leas elastic than for manufactured goods. 
In thu case of industries production can be controlled and output 
can be resisted, if necessary, much more easily. 

Too much lluctuations in either direction aro bad for all econo* 
mic enterprise, sinco it creates uncertainties regarding the future 
expectations. Maintenance of comparative stability of prices is, 
therefore, necessary for orderly economic development. But before 
any policy can be pursued to this end it is necessary for the guidance 
of the currency authority to know how the price level is behaving at 
a particular time. This brings us to the problem of measurement 
of the changes in the general level of prices, or conversely, in 
the value of money. This is done by constructing what ore called 
Index Numbers of prices. 

4. Index Numbers o£ Wholesale Prices. When general prices 
rise the value of money falls, when general prices fad the value, of 
money rises. In order to measure the value of money, therefore, an 
index number of wholesale prices is constructed. Below are given 
the various steps in the construction of such an index number. 


(*) The choice of (he hast year. Tho first stop is to choose n year 
to serve as the base year, i.c., tho year with reference to which" the 
prioo changes in other years aro expressed ns percentages. Care 
must bo exercised in ita seleotion. It. should bo an average sort of 
tt year, neither too prosperous nor too depressed from the point of 
view of economic conditions in general. Sometimes an average (of 
prices) of a number of years is taken to serve ns the base. 

(u) Selection of commodifies . The second step is to select 
commodities the prices of which have to bo taken to represent the 
general price level. The commodities should bo really represent stive 
ana should bo sufficiently largo in number. 

(Hi) Price lists are then taken for each commodity. It is better to 
have i an average of wholesale prices of tho same commodity from a 
number of representative markets. These prices are taken for the 
base year (or years) and also for tho subsequent years, tho index 
number for which wo want to construct. 


(tv) • The next stop is to represent the price of each commodity for 

the base year as 100, and the price of the same commodity for the sub- 

■PZ JTJLZ P : r i Cni T i fihe priK f° r the year. For instance 

^ ^.fr^ho base year ^ Rs. 4 per maund and is 
cahed 100 and its price for the next year is Rs 8 per maund, it 

Ehmld be called 2°° and e° on rn the case of all the commodities 
ana all the years. 

.{ y ) Tte final step t's to strike the average of the numbers thus 
obtained with reference to each of the years. The average for tho 
base year will n Rurally come to 100. The other averages will be 
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higher or lower than 100 according as the general price level haa 
risen or fallen respectively. 

The following statement illustrates how index numbers are con- 
structed. 


Articles • 


Prices in 
base year 
1939 


Index for 
base year 


1939 


Prices in 
1945 


Index for 
1945 


i 

Its. 

per Mds. 



Rs. per 

Mds. 

Wheat 

... ' 4 

0 

0 

100 

10 

0 

0 

250 v 

Rico 

... 3 

8 

0 

100 

14 

0 

0 

400 

Cotton 

... 15 

0 

0 

100 

22 

8 

0 

150 

Sugar 

... 8 

0 

0 

100 

16 

0 

0 

o 

© 

Ghee 

..I 60 

0 

0 

100 

150 

0 

0 

250 

Average : 

• 



100 




1250-5=250 


According to the above index number there was a riso of 150 
per cent in general price in 1945 as compared with 19. >9. This means 
that in 1945 the value of money in India (on the basis of above 
figures) was 2 / & of what it was in 1939, a fall of 60%. 


5. Weighted Index Number*. The type of index cumber 
constructed above is called an unweighted index number. Here 
every commodity is given the same importance. But actually to a 
consumer a small rise in the price of one commodity may mean a 
greater disadvantage than a big rise in another commodity which 
does not hold so much importance in his household expenditure. 
This fact is specially to be taken into acoount when we are construct- 
ing what 'is called* the cost of living index number, i.e,, the one 
measuring changes in the cost of living of a particular class of 
people. 

Suppose the above articles represent goods consumed by a parti- 
cular class of people, and we want to know how did the war affect 
their cost of living. All these articles may not be of the Bame impor- 
tance to these consumers. To show their relative- importance we 
can assign “weight ” to each of the commodity by multipljing its 
index number by a certain figure indicating the degree of its impor- 
tance. Such a figure is usually based on the proportion of money 
spent, on particular commodities in typical family budgets. 


The following table illustrates how a weighted index number is 
constructed. The same figures are taken as in the previous illustra- 
tion. 
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Articles 

Price in 
base year 
1939 

Index 

1939 

Price in 
1945 

Index 

1945 


Rs. per md. 

Rs. per md. 


Wheat 

Rice 

Cotton 

Sugar 

Ghee 

... 4 0 0 
... 3 8 0 
... 15 0 0 
... 8 0 0 
... 60 0 0 

100X8=300 
100x1=100 
100x1=100 
100x2=200 
100x1 = 100 

10 0 0 

14 0 0 

22 8 0 

16 0 0 
150 0 0- 

250x3=750 

400x1=400 

150x1=150 

200x2=400 

250x1=250 

Total 

Average 

... 

800 

100 


1950 

243-75 


Thus we have given three times importance to wheat ns com- 
pared with rice and twice to- sugar as compared with ghee, etc. 

The cost of living on this basis has not risen as much as indicat- 
ed by the unweighted index number if that was regarded as a cost of 
living index number. These figures, however, are only by way 
of illustration. Actually the same index could not bo employed to 
measure ohanges in the general level of prices and changes in the 
cost of living. Moreover the commodities taken to measure changes 
in the cost of living of different classes will not bo all the same. Tt will 
depend upon what commodities are usually purchased by the class 
concerned. 

We have only chosen a few commodities. Actually a large 
number of commodities is chosen. For instance, the oldest series of 
index number.^ in India is the one constructed by the Commercial 
Intelligence Department of the Government of India. It includes 
28 exported and 11 imported articles. The series is unweighted and 
takes 1873 as the base year. Two more series are for Bombay 
(40 articles) and Calcutta (72 articles). 

Weighing can be indirectly introduced by taking prices of more 
than one variety of a commodity, e. g., 3 varieties of wheat, 2 of 
cotton, 3 of tea, etc. ' 

About 12 different cost of living index numbers are published 
in India from various important urban centres. 

6. Uses of Index Number. The method of index numbers 
can be used for other purposes also. We can measure any quanti- 
tative change in addition to changes in the value of money and cost 
of living. There may be index numbers of wages, imports, exports, 
industrial activity, employment, changes m areas under cultivation, 
changes in population, etc , etc. These measurements indicate 
social and economic trends and help in framing policies with respect 
to them. 

For instance an index number of cost of living can guide us in 
adjustment of wages to changing prices Index numbers of wholesale 
prices can guide the curroucy authority m Btablizing price levels and 
exchanges. 
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. We can compare with the help of index numbers, economic 
conditions of a class of people at two different periods. 

' Index numbers can bo used as a basis for an equitable discharge 
of contracts, i.e., borrowing and lending. When prices rise the 
creditor is a loser, for the same amount returned to him baa less 
purchasing power. Money after all is u more medium of exchange ; 
it would bo more just to ensure that the creditor gets back the same 
purchasing power. If that is so then the amount of tho principal 
should bo increasod in proportion to tho increase in prices. Similarly, 
when tho prices fall, tho debtor should bo asked to pay correspond- 
ingly less, otherwise tho burden of the debt in terms of commodities 
and services will be increased in proportion to tho fall in prices. It 
is in accordance with this policy that in almost all countries tho 
peasant population was granted relief when there was an unpreced- 
ented fall in agricultural prices in the early 'thirties. ’ 

Index numbers are thus very useful, nay their preparation is 
essential for a modern community, otherwise all their economic 
policies will bo a leap in tho darlc. But it is necessary to rocogniso 
that indox numbers suffer from certain limitations. In (he first 
place, they a'ro just approximations. They cannot bo taken ns in- 
fallible guide. Their data arc open to question and they lend to 
different interpretations. Secondly, international comparisons nro 
difficult, if not possible, on account of tho different base, different sot 
of commodities or difference in their quality or quantity. 

Thirdly, comparisons between different times is also not easy. 
Over long periods some popular commodities aro replaced by 
others. Entirely now commodities come to figuio in con- 
sumption or tho commodity may be tho same merely in name ; it 
may bo vastly different from what it usod to bo. Think of a modern 
railway engine ftnd one of the early oneB. Ford car 1 948 i < a different 
commodity as compared with Ford 1938. 

’ Fourthly, Index numbers only measure changes in tho sectional 
price levels . An iudox, therefore, prepared for a particular] urposomny 
not bo usoful for another. Index number that helps ns to study tho 
economic conditions of mill-hands or railway coolies will bo uboIcss 
for a study of the conditions of college professors, Entin lyjf different 
set of commodities will have to bo selected. Diffor; nt people 
use different things and hold different assets. Hetun different 
classes of people are affected differently by a given oha -,ge in tho 
prico level. lienee the same index number cannot throw light on 
effects of a prico change on all sections of society. 

Finally, one set of weights may yield quite a •diffe.-mt result 
from anothor and weighing is all arbitrary. 

7. The Need for Price Stabilization. Since sudd'- i changes 
m the value of money or general prico level, apart from 1 ieir social 
and political consequences, cause uncertainty gnd dislocation in 
economic activity, the necessity for prioe stabilization is moro and 
more realised. Price stabilization doos not imply a rigid system of 
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controlling price level. Such an achievement is neither desirable 
nor possible. Short-period fluctuations in prices cannot be entirely 
eliminated whether we refer to individual prices or the general price 
level. Moreover, changes in prices over very long periods also are 
not so handful. But the evils of fluctuations in prices over fairly 
long periods, say twenty years or so, are quite obvious. Suoh fluctu- 
ations should be reduced to the minimum. These are represented 
by the periodic booms and depressions which wo shall discuss in a 
separate chapter. 

Prico stabilization may be attempted in two ways, (t) Stabili- 
zation of the prices of important individual commodities by in- 
fluencing the factors affecting their supply and demand respectively. 

(•’*) The second method is to tackle the problem of general level 
of prices by adjusting the supply of money to its demand. In this 
connection various ways have been suggested by various authorities. 
Some would prefer a gold standard system, other would like to have 
some sort of a managed system of paper currencv. 


• In the modern world no country stands isolated. There are 
international exchanges taking place between countries. Price levels 
of various countries are interconnected. The values of their curren- 
cies have also relations which each other. Price stabilization, there- 
fore, has more and more achieved the character of an international 
rather than a national problem. 


8- Difficulties as Regards Control of Price-Level, ft is 
usually assumed that the central bank of a country can control price 
? Cr ? dit - TI '« belief is based on certain assump- 
always true. These assumptions are (i) that it 
s possible to construct accurate indices of prices promptly and to' 

We , have “ lread y discussed the various limitations 
cove ™nM 8nd USS ° f indes numbera - Such indices must 
correctirihL reP ^T ntatlVe range of commodities, should 'be 
poss!ble ; 8h d and bC prom i ,H - v available. This is not usually 


ciuantitv of rnnn«^ re i* *• °l 08e an d consistent relation between 
XpnrJ f ya u pnce leveU While discussing the quantity 
i£acLl fS ney i.Yl ° tHat SUOh a roIat ’'on S hip does not exist 

wSSllSllJ y ored >t economy this is all the more true. Fi.st 

b^tlSt used for C ™^h 1S - n0t the 0nly porm of credit. Secondly 
an r d^r^ces nd Thu^an 

accompanied by a fall in S ^SSt^SS^ 

in the volumTof cred?t“ decrea . s0 

morei y uepress the prices of seounties 

raisinShem COmm °dity prices unaffected or even 

® “f • 1 . Po, ? nd ’ for instance, according to Lewinski, quan- 

^ i ClrCU - ° n h ? lved between 1913 and 1925' while 
index of wholesale prices rose by 36%. Again in ‘the U. S. A. during 
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1923 to 1929 bank credit expanded enormously white commodity prices 
showed only minor changes. Prices of stock exchange securities and 
real estate, however, rose tremendously. Further, velocity of circu- 
lation may move in the opposite direction and counterbalance the 
effect of credit expansions or contraction carried out by the bank. 
The central bank has little control over such velocity. Then there 
is non-monetnry factors which oxert influence on commodity prices, 
t.g., climate, political and industrial upheavals, changes in technique 
of production, changes in fashions, population, changes in people’s 
moods, etc, AH these may nullify the bank’s action, 

' 9. Price Stabilization Not Alway* Desirable. Apart from 
all these difficulties, is the point of view that stability of prico leve 
ns an objective is not always desirable. Price fluctuations have n 
definite function to perform in au economic system ba-cri on the free 
plays of competition. It is through this mechanism (hat the 
coimnunitv’e resources arc Rtiided to ihreso channels in which they 
give maximum returns. Prices reflect the relative demands of the 
community. Price changes give warnings that certain maladjust- 
ments exist and these enable fsteps to be Priam to correct them. More- 
over, as Gregory and ilayek have pointed out, stable prices may 
bring recurrent dislocation* and disharmonies in the economic struc- 
ture as the experience of the U.F.A. during 1923 to 1929 showed. More- 
over even if the average price level is kept stable changes in individual 
prices of important commodities may bring about serious dislocation 
in economic life. Finally, even from the point of view of social justice, 
stablo prices are not always the best. They might ensure constant 
quantities of.goo-is in settlement of debts and credits But the name 
quantity of goods may mean less sacrifice in times of plentiful harvest, 
increased industrial output due to technical inventions. In such 
times justice dcmtihds’ that price should be allowed to fall. Tim same 
holds true under opposite circumstances. 

'Similar difficulties arc encountered when the objective is con- 
servation of gold reserves, stabilization of exchange or avoidanco of 
business cycles. 

Select Reference* 

Crowd, her — An Outline of Money, 

Colo — Money — Its Present and Future. 

Brij Naraiu — Money and Banking (S. Chanel & Co.) 

Debock — Central Banking, 2nd Edition (1910), Economics of 
Welfare, 

Bonham — Economics, 


CHAPTER XXXV 

CREDIT OR BANK MONEY 

1. What is Credit. While discussing the forms of money we 
made a brief reference to credit or bank money. We noted then that 
cr edit .means good opinion fo unded on the .beligf jn_jvperson 9 
“veracity, integrity, ability and virtue.” In Economics we mean 
by credit the confidence in a person’s willingness to 1 pay. 
Credit of a person depends on three C’a — character, capacity and 
capital. It is a combination of all these qualities which goes to 
make a man’s credit. He must be honest and fair in. hi9 dealings 
with others ; he must have the capacity of making his business a 
success ; and he must be a man of snbstance. 

A very high proportion of business in modem industrial 
countries is carried on through credit. Credit transactions may be 
done in two ways : — 

(i) The most primitive form of oredit is merely getting an oral ;: 
promise to pay. A little more advanced than this is by keeping 
a book account. This method of credit transaction, however,, is 
only possible among people well known to each other, and living 
near each other. 

(it) The second and more common method in the modern age 
is giving written promises to pay on a certain date or within a fixed., , 
period of time. Their evolution is marked by four stages which also 
give the chief forms that they take. Book debts may be included 
as the first stage of credit development. 

2. Credit Instruments. Book Debts, Promissory Notes, Bills 
jf Exchange, Bank Notes, Cheques and Drafts. 

Bank Notes are not, strictly speaking, credit instruments unless 
they are issued by ordinary banks without the authority of the 
State behind them. Now as a rule, only one bank, the central, bank, 
enjoys the monopoly of note issue. Other instruments of credit are 
discussed below : 

Promissory N ole. It is the simplest kind of a oredit instru* 
ment. It contains the buyer’s promise to pay the seller a certain 
sum of money for value received. The payment is to he made after 
a specified period of time. The value may he received in the form 
of money which has been borrowed or in the form of goods that . 
have been purchased. Such a document may be used for personal or 
commercial transactions. A bill of exchange is used for commercial 
purposes only. 

Bill o/. Exchange. A bill of exchange is an order payable 
on demand or .at a fixed future time addressed by one person (the 
creditor called “drawer”) to another the (debtor called the “drawee”) 
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instructing the latter to pay a certain sum. of money (mentioned on 
the bill) to the former, or to the bearer, or to a specified third person 
(called the payee). 

Distinguish here’ between the drawer and the drawee and the 
acceptor. After having been drawn, the bill is sent to the drawee 
or his agent for acceptance. This is done by putting a signature 
(or stamp of the accepting firm or house) on the bill. The bill now 
becomes negotiable, i.e., it can be discounted or sold for money. A 
bill is discounted by calculating interest on its face value (the 
amount finally to be paid) for the period for which the bill has still 
to run, at the prevailing rate of discount, and deducting this from 
the face value of the bill. This then is the price at which the bill 
can be sold by the holder at any time. Thus the higher the 
discount rate the lower the value of the bill at the time of discount- 
ing ; and the shorter the period between discounting and" maturity 
of the bill the higher its value. When the bill matures, i.e., becomes 
payable by the drawee, its value becomes equal to what is written 
on it. The usual period for which bills of exchange are drawn is 
three months, though they are also drawn for longer periods. 

The form that a bill of exchange usually takes is given below: — 

£100 

Deem, 

January 12, 1910. 

Three months after date pay to the order of the Imperial Bank 
of India Ltd, £100 for value received. 

G. LALL. 


E. Jones & Sotns, 

London. 

G. Lall from Delhi has exported to F. Jones and Sons of 
London goods worth £100 in English money. This bill wifi mature 
after three months and three days from the 12th January, 1946, i.e., 
on the 15th April, 1946. During this period it can pass from hand to 
hand by getting discounted. The advantage of this method of 
payment, among others, is that during the period of three months 
the importer will have received and sold the goods and would be in 
a position to meet his obligations. 

The area of circulation of the' bill obviously depends upon tho 
credit of the acceptor. People get their bills accepted by well 
known firms (Accepting Houses) who specialise in this business, and 
thus make their bills circulate easily over extensive areas. 

A bill of exchange is of great importance in financing trade, 
especially foreign trade. Moreover it is a very convenient form of 
investment. Its advantages thus are : — 

In the first place, it enables business men to buy goods without 
making payments in cash. Before the bill matures the goods can be 
sold and money is made available for meeting the liability.’ Thus, 
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business can be earned on without the use of much capital. On 
the other hand, this method enables the exporter (or seller), if he 
wants money immediately, to acquire it by discounting the bill. 

Secondly, the bill of exchange save3 co3t of transporting precious 
metals between the countries. The importer, for instance, instead 
of having to export precious metals can buy a bill of exchange and 
make his payment. Hence it is a cheaper and more convenient 
way of making international payments. 

Thirdly, the bill of exchange enables every exporter to get value 
for his exports in his own money. , 

Fourthly, a bill of exchange is a very cqnvenient way of investing 
liquid funds. Liquid funds are funds that can be easily converted 
into cash. A man who has a little spare money can buy a bill of 
exchange, and keep it with him as long as he doeB not need tho 
money and thus earn interest. If he suddenly needs his money the 
bill can always be discounted in the market. ThiB method.is very 
commonly used by hanks to keep their reserves liquid. 

H und! . In India bills of exchange have been in use from verv 
Fhey are known a3 Hundies. A hundi is an internal 
bill of exchange. It helps injho finance of internal trade and 

A , bdl oi cxchan g° serves to finance both 
internal and international trade. 

Hundies are of tico kinds. 

to JlIi ar f UU ’ H v d f’, wbi , ch is moro or ^ss like a 
to do cashed immediately when it is presented. 

•c‘2i MuidatiHundi has to be paid after a 
specified on it. This is more like a bill of exchange. 

. ^rietlyTpeakhm^a^currenn 301110 ! 11113 ? ab ° Ufc tbe bank note 

next important credit instrument f D «, n ° v B credit instrument, 
order on a bank by its client who J 1 j cheque. A cheque is an 
by loan) money with it, to pay the y depositod (or acquired' 
the order of the person in w& K * Um ^ or to 

former is “bearer cheque’ 1 and w/ be ? Ue 18 drawn - Tbe 
Cheques are written on prescribed h £ ktter “ “ order cheque.” 
Every cheque bears a number. The -i™ 33 6u PP be d b J the bank, 
of the person drawing it When o X ? UB ^ bear the signature 

two parallel lines across its breadth) it C I° S8 , ed ( b y< drawing 

bank account of the person in who=e fW u 7 b f de P 0Slted in the 
in some bank. If lost, such a cheafie !. n Ur A , ? drawn or his ° rder 

A “bearer cheque” is not crossed and be casbe d directly, 

holds it, unless the bank is informed bafn ^ C ^ Sbed by an yone who 
it is an “order cheque” the responR!hilu° reb c and not to casb it- If 
person is on the bank. P aibihty of payment to the right 

Among the advantages of a cheaue is tw u 
Cheques can be created by all banks whiU *“ at economises money. 

to the centra] bank. Cheques can be^cWn^ 6 JSSUe 18 restricted 
» ” urawn to an exact- amount, 


On 


cheque and has 
period of time 
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e.g., Rs. 100 10 as. Ops. The use of cheques is facilitated greatly by 
Clearing House arrangements. 


Draft. A draft is a cheque drawn by one bank upon 
another. For instance, suppose you want to remit Rs. 1,300 to your 
brother studying in England. You can go to one of the banks in 
India having a branoh or an agency in London. Pay down Rs. 1,300 
' and at the current rate of exchange obtain a draft on the London 
branch or the agent of the said bank. This draft will be in English 
money instructing the branch of the bank concerned to pay the 
bearer on demand the specified amount. You send this draft to 
your brother in England and he presents it to the bank on which it is 
drawn and ceceives ,the money. 

3- Charing House. A Clearing House is an institution wlere 
cheques drawn on various bankB are cancelled against one another 
and only the balance is paid.- The working of a Clearing House ia 
made clear by the following example. Suppose there are four banks 
A, B, C, D, whose accounts are cleared in a certain Clearing House. 
Each bank sends its representative with cheques to be cleared. ’ 

Suppose one evening the claims of these four banks on one 
another are as follous ; — 


Bank A : cheques on Bank B 

Be. 

=5,000 

» » i> o 

=4,000 

» M » D 

=2,006 

3 I l 

Total 

11,000 

Bank B : cheques on Bank C 

=5,000 

» » » D 

=1,000 

» » » A 

=4,000 


Tothl 10,000 


Bank C : cheques on Bank D =5,000 
j» v » j» A =6,000 

» » >, B =3,600 

/ 

Total ... 14,000 


Bank D : cheques on Bank A =3,000 

» i, ,, B =1,000 

„ „ „ C =6,000 


, Total ... 9,000 

The- total sum of all the cheques to be settled is Rs. 44,000. 


If 
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wc look at tko credits and debits of each of tho banks the position fa 
as given below: — 



Credit 

Debit 

Balance +in favour 

Bank 

(is owed) 

(owes) 

—against 


Rs. 

Rs. 

Rs. 

A 

11,000 

13,000 

—2,000 

B 

10,000 

9,000 

+1,000 

G 

14,000 

14,000 

Nil 

D 

9,000 

8,000 

+1,000 

Thus if 

bank A pays 

Rs. 1,000 

to B, and Rs. 1,000 to 


whole account is cleared. An account of Rs. 44,000 is cleared just 
by the payment of Rs. 2,000. Even these payments are not made 
in cash but by cheques on the central bank. This great advantage 
is obtained by the use of cheques and the Clearing House system. 

In India clearing arrangements exist in the offices of the 
Imperial Bank in the principal cities like Calcutta, Bombay, Madras, 
etc. 

Cheques, however, can serve only a limited circle of people 
known to each other or relying upon each other’s credit. A cheque 
is no legal tender. 

\ / j*. Credit Classified. Two classifications of credit may be 
noted (t) consumption credit and production credit («) commercial 
credit and bank credit. 

The first classification is from the point of view of the ultimate 
■ 0 to , w . lIch credlt is put. Borrowing on credit may take place Tor 
consumption, then it is called consumers’ credit: Many 
soil goods to their customers on credit, since they 'are 
this m TT casb - The system of hire purchase also belongs' to 

tained for°Sft Hen5 3 ’°r buy b ? instalments. When credit is ob- 

or modncHmf S** » promotin ° Production it is producer’s credit 
or production credit. Here it is used as capital. 

fimandnftw! the f B ® cond classification, when credit is used for 
merckl fredit^ “X^ctur 6 and marketing of goods it is called com- 

“toiler n t f \ who!es ^e dealer may sell goods to a 

montlS or anvSf ^yment will be made after three 
mercial credit^ Ti P eriod * This will mean the granting of corn- 

instruments of commtciaUredit. 05 ’ eS ° baDge es l ,lained above are 

on thJmrt of h°fnt ailk 5*^ T hen we refer to the creation of credit 
otherwor^Wi lns * ance * a may create credit, in 

uptown*™ mouey. by ailowingits customer to draw cheques 
bLk x AgaiIL ’ t the liabilities thus undertaken the 

This is becausp t F w- a ? mab Proportion in the form of actual cash, 
meet its b S;H ^ PU ? hc ba ? c ° nfide nce in the bank’s ability to 

B “ nl Mt “ “ ncd br ““t b “ to 
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5. Factors on Which Volume of Credit Depends. _ Credit 
implies borrowing and lending. There are times when borrowing and 
lending goes on briskly. This is the time of credit expansion. At 
other times the debtors or the creditors become shy and the borrow- 
ing or the lending propensity is curbed. In other words credit 
contracts. Thus credit-expansion' and credit-contraction depend 

' on the willingness of creditors to lend and willingness of the 
borrowers to borrow. This willingness is not an arbitrary thing.. 
It is based on certain objective considerations of which the follow- 
ing are the principal ones : — 

(i) Trade Conditions. If trade 'is good the borrowers are 
very keen on borrowing. They know they can make more money 
with borrowed capital. The creditors are not averse to lending, 
} because at a time of brisk trade, tompting rates of interest are offer- 
ed. Also, they can be sure of the return of money because profits 
are being made left and right. 

But when there is depression credit contracts. Capital becomes 
shy; the business men are loath to risk investment. Although the 
banks may be willing to lend under Central Bank direction, the 
borrowers are not' willing to borrow. -‘You may take the horse to 
water, you cannot make him drink.' The reason is that business out- 
look is bleak and gloomy. 

, (n) Political Conditions. The business world in modern times 

has become very sensitive to political happenings. When war clouds 
are hovering over head, few’ would launch new ventures. The present 
conditions in East Punjab are not conducive to business enterprise. 
A threatening speech by an influential politician frightens capital 
away. Peace and stability make for credit, expansion. The extent 
of credit depends on the state of public confidence. 

(n't) Speculative Activity. Credit expansion and speculative acti- 
vity move together. When speculation is rife, credit expands and 
when speculators lose credit contracts. But credit is not merely 
the effect of speculation; it is also the cause of it. 

(it/) Currency Conditions. A sound currency system is highly 
conducive to credit expansion. When currency conditions deterio- 
rate for example when currency is debased or depreciated, as is 
■o now the case in China, credit contracts. Currency is the very instru- 
ment of credit and when the instrument itself is bad, credit can- 
• not go oiy- '^It must shrink. 

6. Mitility and Functions of Credit. It will be seen'from the 
above study that credit performs many useful functions for the eco- 
nomic prosperity of a country, thus > - 

(i) It economises the use of metallic currency. , Credit' instru- 
ments serve in the place of metallic coins and thus save so much 
metal. 

(n) It helps in the finance of industry by making possible huge 
loans to business men. - 
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possess purchasing power, but it has no liquidating power. To 
complete a sale ultimately the payment has to bo made in 
cash. Once created, thoy believed, dobfcs can only ho cancelled 
by cash. 

Both these views are extreme and hence only partially correct. 
Tho truth appears to bo midway hot ween the two. If credit instru- 
ments were perfect substitutes of cash they would exert oxaotly the 
' same influence on price level as cash. Actually people have more 
confidence in cash than in credit instruments. Hence tho banka have 
always to keep a cortain proportion of their credit liabilities in tho 
form of cash. When credit expands somo cash has to bo withdrawn 
from circulation to servo as reserve. Therefore prices do not rise to 
tho same degree as they would have dono if no cash had been with- 
drawn. But sinoo only a small proportion of the heavily expanded 
credit is backed by cash, credit can and does lead to inflationary 
rise in prices if not kept within limits. And this is the danger of 
credit, *.e., Rs over-expansion. ' , * - 

9. ''•Gfedit and Capital. Cieclit has been wrongly regarded aa 
synonymous with capital. It is fcomotimos said that credit instru- 
ments, cheques, drafts, hills, etc., are for practical purposes money 
and, being used in business, thoy are in effect capital. This is not 
bo. These instruments are not in themselves money. They only 
represent money, If I givo somo body a cheque, I do not givo him 
oash. I only give him a right to get cash lying in tho bank. Hence 
credit is not capital but it can enable a business man to got a control 
over capital goods like plant and machinery. t 

Nor does credit oreato capital. It only transfers capital from 
one person to another. This transfer is all for tho benefit of tho 
community. By means of credit wealth is transferred from those 
with whom it is Jying-usoless or , thoso who can mako a better 
use of it. Hence this transfer' is very productive credit thus 
undoubtedly aids production but it is not in itsolf an instrument 
of production, ft just makes that instrument's available 
and xrats in the right hands. , A lends ( Ra.,' 5,000 ,to B. 
A may think ho owns Rs. 5,000 and B says ho has got 
JFts. 6,000. But Rs. o,000 do not beoomo Rs. 10,000. There is only 
one amount of Rs. 6,000. The society is not doubly "rich. > Credit 
has not created another amount of Rs. 6,000 hut it has only transfer- 
ed Rs. 5,000 from A to B. j Credit therefore cannot bo ! elevated to 
tho position of an independent factor of production. ' We therefore 
come to the conculsion that credit is not capital ru>r 'does it create 
capital. It Only is the means of transferring capital. * ' f ' 

' * . r . ■ s' ' 

Select Reference*. ?»•.>»« * 
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CHAPTER XXXVI 
BANKS 

1. Introduction. In modern communities banks play a great 
part as creators of money and controllers of its supply as well as its 
demand. A bank in fact is an institution which deals in money. 
Broadly speaking, banks draw surplus money from the people who 
are not usiilg it at the time and lend to those who are in a position 
to use it for productive purposes. Tims acting as mtermedi nics the 
banks make profits. Not only that, as we shall see, banks can make 
profits, and they do, by lending money wbioh they do not possess. 
These institutions havo developed, therefore, largo number of very 
useful functions. Their development is an interesting study, , 

2. Evolution of Banks. Modem banks havo developed from 
very small beginnings. The earlier bankers wer« goldsmiths. In 
Europe they were also money changers. Theso latter were the 
people who converted one kind of money into another. As they 
dealt with precious metals they had to arrange for the sefety of their 
treasure. People with surplus money or gold 1 gradually began to 
deposit their precious metals with such persons. This in a primitive 
way. was the beginning of what is called deposit banking. The gold- 
smiths would issue receipts for the metal received. As everyone 
believed in their integrity, through experience in course of time, 
these receipts hpgan to pass from hand t-o hand in payment of obliga- 
tons instead of being first converted into gold. These receipts were 
the earliest hank notes. 

The goldsmiths soon realised that only a small proportion of the j 
metal deposited with them was claimed by the depositors within a 
given period of time. They, therefore, began to make profit by lend- 
ing a part of these deposits to persons who were in need of money 
and possessed good security, in this lending it was not always gold 
that they gave but issued their receipts, which now would pass , 

among the people as if they were gold. Thus the banks issued 
several times more of such receipts (notes) than .the metal deposited 
with them. 4 

- Gradually the banking business passed from individuals to joint 
stock concerns. . It was a long time before the state realised the 
danger of allowing every bank to issue notes. Gradually the note 
issue function was taken over from the ordinary banks in one country 
after another and was entrusted under strict regulation to a special 
institution called the Central -Bank. , 

The banks in the meantime discovered new methods of creating 
purchasing power. They allowed their clients to issue cheques 
against the deposits outstanding to their credit. These deposits 
were not necessarily the money actually “deposited” by the client. 
They could be created by the bank allowing what are known as 
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“ overdraft facilities” (permission to draw over and above the money 
actually outstanding to the client’s credit) or by advancing loans ’ 
against securities. - 

The cheque had great' advantages Over the bank note both for 
the bank and for its client, - As long as the bank was sure of a safe 
proportion of cash reserves, it could raise a high superstructure of 
credit by advancing loans or giving overdraft facilities. To the 
client thecheques were more convenient and safe to, hold and trans- 
c ~~ Moreover they ,could be drawn for any ‘fractional amounts. ' XT ~ 


fer. 


No 


wonder that in more advanced countries like, the U. S. A. and 
Britain by far the largest amount of transactions take place in, the > 
form of chequed. < t ( P 

It was thus that the various functions of 'banks were developed. 

3.' Kinds of Banks. Considerable specialisation has taken 
place among banks with Regard to variousjspheres of their activities. 
The main' types 'of banks 'are given below : — - - 1 ’ ■ \ 

{^.Commercial s Banks. These' are 'chiefly engaged in financing 
internal trade and carry on ‘ other ordinary banking functions of 
holding deposits, advancing loans and discounting bills as we shall 
presently sSe. ' 1 , ,J ■' li ' 1 

t / f j J - • //l * * 

(if) Industrial Banks. These institutions specialise in the financ- 
ing of industry. They advanoe loans for long periods to people who 
carry on industrial enterprises. They are very commonon the Conti- 
nent^ Europe where' they are intimately connected with industry. 
In India suoh banks are practically non-exiBtent. 

(iff) Agricultural Banks. Suoh banks provide Jong-period and j 
short-period finance to agriculture. Long-period capital is required 
for acquisition and improvement of land and purchase of equipment. 
Short-period capital ( is necessary, for current expenditure on ' seed, 
manures, wages, etc." In India such banks take the form of co-opera- 
tive sooieties for 'short-period lending and, Land Mortgage Banks for i 
long-period loans/" 4 

. ' (t») Exchange . Banks. The main function of Buch banks is to 
buy and sell foreign currencies, rather titles to foreign currencies, in 
the form of bills of exchange, drafts, telegraphic transfers, etc. We 
shall deal wibn their activities in our chapter on foreign exchange. 

(v) Savings Batiks. f These, institutions give facilities to people 
usually of small means W save money. Post offices 7 in India parry, 
on 'this function. Of course other banks also accept savings. . 

(oi) Central Banks.. A Central Bank is the most important insti. 
tution in the banking system of a country. It performs functions bf 
great importance. , In fact' it directly and indirectly confcrqlsfchey 
activities of all the other banks.’ We shaU'study the central, bank- 
ing functions in greater detail , later on. • ! ( ° J 

' ’ It should bem'oted that all these hanks overlap in many respects 
iqtheir functions. Their names inchoate only the primary, function 1 
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because the depositors do not come to withdraw.moneysimultaeous- • 
]y ;• some are -withdrawing while others are depositing. This is the 
usual phenomenon in a bank. The bank is thus enabled to erect a. ‘ 
vast- superstructure of credit on the basis of a small cash reserve.' 
The bank is able to lend money and charge interest without parting 
with cash and the bank loan oreates a deposit as we have seenabove 
or it creates a credit for the borrower. : 

Similarly, the bank buys securities and pays' the seller with it. 
own cheque which again is no cash ; it is just a promise to pay cashs 
The cheque is deposited in some bank and a deposit has been created 
or credit has been created for the Seller of the securities riot on any 
cash basis but just on the credit or trustworthiness of the bank. ‘This 
is credit creation. The term credit creation implies a situation, to ‘ 
use Benham’s words, when ‘ a bank may receive interest simply by 
permitting customers to overdraw their accounts or by purchasing 
securities and paying for them with its own cheques, thus increasing 
the total of bank deposits.’ 1 . . 

'Bom is credit created 1 As has been hinted above there are two 
ways in which a bank creates credit : (t) By advancing loans on tho 
cash credit basis or by an overdraft arrangement, t.e., by permitting 
tbe customers to overdraw their accounts ; and 

(it) By purchasing securities and paying for them with its own 
cheque. , , 

In both these cases deposits are created (or credit is created for 
the borrower) and credit of the bank is embodied in a definite, trans- 
action^ In all, a very small cash reserve is kept by the bank to meet 
obligations .arising out of these transactions and the credit created 
aggregates to a very big amount. ’ . , - _ 

Let us see the actual process. Suppose a customer deposits 
Rs. 1,000 in a bank. The bank has to pay him interest ; therefore the 
bank must, seek a safe and profitable investment fdr this ’ amount. 
It muBt lend it to some body. But this amount is not actually paid 
out to the borrower ; it is retained by the bank to meet its .obliga-, 
tions, t.e., to pay to those of its depositors who need, cash - and draw, 
cheques for tho purpose. The banker’s experience tells him that for 
this purpose xmly a certain percentage of cash reserve to total 
!^¥ 1 > I “ nee “. be rP b : emeries like England they keep nearly 

10/,. The ratio of cash to liabilities is. much higher in countries like 
India where banking habit has yet to be cultivated. --Suppose our - 
bank m which a depositor has deposited Rs. 1,000 dr'eop -20% cash 1 
reserve do meet the demands of deposit. This means that as- 
soon as the bank has received Rs. 1000 it will make unfits mind 
to advance- loans up to the amount of Rs. 5,000 (only rone-fifth: 
reserve is kept). When, therefore,- a business man comes' - to . thiB 
bank with a request fora loan, of Re. 5,000, he may be* sure of being 
granted accommodation -to this extent, provided, of. course; his credit' 
is good. Tbe -bank lends Rs. 5,000 alt hough it has cash' only of‘ 

I. Benham— Economics 1940, p. 354. 
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Rs.jlOOO; It iskerethakoredit-comes ini -This transaction is rendered 
possible because the borrower is not given the loan in cash ; only an 
account is ; opened ,in his^name, and, the amount is credit -in that 
adobunt. u He is simply' given the’ cheque' 'b’ook', i.c.,' the' right to 
draw cheques as K and -when he needs money. Even when’ lie draws 
' cash; it 1 may be ‘ deposited id another bank, for, business jmeri do not 
•raisS* funds f'.tb keep'; them -loched- up’ in a cash box but' to, r jin' their 
business -and', to ; ;make' payments' to 'their’ creditor’s.’ When this 
.particular business man’ draws ^ cheques oh . this 1 bank ; tcf r pay his 
creditors ' these cheques, ■ are , passed on by them to' their own banks 
■wherp the’ 'amount is deposited in' ’‘their account. ^ Cash '’ is - seldom 
withdrawn.' The banks adjust their mutual bblig&tidns through’ the 
system' of bank clearing; Thus the bahk'has succeeded in creating 
accredit of Rs.‘5,000 ag&insk a' cash' reserve of Rs. liOOO; ' ' ' l ;’ 

But the process of oredit creation does not end here.’ Tiie’ banks 
generally keep-: 'their- spare cash in - the Central ©ank.' A portion of 
Rs. .1,000, therefore', is deposited ih the GentralBank which in it's turn 
uses it as ; basis .for similarly creating further ‘credit. Just as the 
other .banks » go ; on creating credit (tie.;- advancing loans on cash 
credit) 'all the time relying • on their cask balances with -the Centra) 
Bank, in the same manner ;the branch banks go on accommodating 
their. looaloustomers relying on’ the resources of the head offibe. The 
movement' of oredit creation < thus goes apace.. This isone way of 
creating credit. b ! - 1 , : ’ 

. : - ! The secsond' way' of oreatin^’ oredit is very simple. The baiik 
can purchase securities without paying any cash. It issues its own 
cheque to pay the purchase 1 price; The cheque is deposited in this 
bank or some other bank and the small cash reserve whioh'the bank 
keeps will be sufficient to moet an obligation arising from- this ; trans- 
BCtion'tob.'.! , r y : v : •*'’ 

V It',' is"' thus that* on a; Small cash foundation vast superstructure 
of 'credit’ is ;etebted. 

, .• . - The Lirniiatimif. From , the account , of- credit,, preation given 
abpve. it -wbuldjseem’that-'thekanks reap where they have not sown’.. 
They , ( advance' loans or buy : securities witkoiit aotually .paying- cash. 
But 'they, : earn 'interest on the, loans they give, or earn' dividends on 
the securities they purohase all ' the same. This is very tempting. 
They make profits without investing cash,. This . is the, miracle of 
credit.' It is the mhgic df bank credit "that works.' , r They would, ’of 
cpiirsfej’ likfe to inakb as muph'profit, like this, as they pain "But'thiy 
chhnkti go.;6n^'eipanding‘bredit 'Indefinitely, y in .tfceir own interest 
they will have 'to apply. the'krake' and they hbupply jt forit is’ "well 
kndwn^th'at'' the "profits madeky 'the.hhriks are. not very 'high.' , , fThe. 
ovef-ridingUrhitalionarises' from; tM'tibligdiioti oj thM. banks to m'eet 

(he demands of their dipaiUofai '' h'7" ‘ 

,/ wniiSi/w Jon '--d* v.. y-> arn'ernn 

Benham has mentipned three limitations on the powers .of the 

b’ahka ’to 'ciPUto' oredit y.mijiuoc 'fd v'-jVi lire ■ 'miv - ir!i o'-. 


(i) The total amount of cash in thepountry 
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'(«} Tbo amount of tho cash whioh-tho public wishes to hold, 
and 

(tit) Tho minimum percentage of cash to deposits which the 
banks consider safe. 


As for (t) it may bo said that credit can be created on tho basis 
of cash. Larger the cash (t.e.,. legal tender money) larger the 
amount of oredit that can be created. But tbo nrnount of cash that 
a bank may havo is subject to the influence of tho Central Bank. 
Wo shall study this influence in full in tho next chapter. Hero it 
may suflico to say that tho Central Bank has tho monopoly of issue 
of cash. It may - increase , it or if. may decrease it and credit- will 
oxpand or contract accordingly. The power of tho Central Bank 
to control currency is the controlling influence on tho extent of credit 
that tho banks have the power to, create, , 


The second limitation arises from the habit of people regarding 
the use of cash.,- If 'people are in the habit of using caslv and not 
cheques, ns is tho ease in India, then - as soon as credit is granted by 
™ i!i^ 0 n borrower, ho will draw the cheque and get cash. 

When bankp Aash reserve is thus reduced, its power to create oredit 
is c ipped. On the other hand, if people seldom use cash except for 
very small and odd transactions, then the cash reserve of the banks 
^ rn . UI T and tboir P°'™r of creating credit remains 
PnS d '/e S 53 J ho Caso m advanced countries like America, 
Sp loVortS™ Th ' re the, hanks hardly 


tradil onn rll^ r" 1S r mo?fc m Vortant. It arises from the 

main dn to ° |° linbilit!es ^the banks must 

SSdkv tW L He M fC 'i t!le concern nnd to «tain the degree 
a Snf creates a desirabl °; Tt 5 ! ™y simple that when 

There is an increnqo in ft oan ’ ^ undertakes a liability, 

fall in reserve ratio ’ ts liabilities and there is i correspondingly a 

certa n Smum Wl Z * I - mU not lot the rat!o Mow a 

ba?k ^to““redSmStorZ 1Til 4 8 ^ ° f «? 

will be risky unless the d ‘ . To £T ant “'W furthor credit 

“• •**••»' ? r ■> ■•»iS?zsa« 

«& Of Credit I Mi 

like Walter Leaf and fc . Uer0 °. oonoml ^ 3 

view. Then would ask take serious objection to this 

goes to borrow’ 5 The ; n ,v . an hanks create credit if no one 

extent deposit evaporates Thus toe f.T ?/- hlS ' ba,a ? C0 - >. To that 

— L b?ih. T iS; S reffiy * * *• 

T ° this View we oan re P ] y W adm itting .that the power of the 


l. See Son and Das; l9^Vp. %$; 
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nsaott the more confidence a bank vdlinpue but low.-r will h* 
ils profits. iSomotimM there is a crtniii amount of *' ttindnr.' 
dreeing". The bank* maunuh\t< fo»n- ji'Oj«irtior» of cadi by 
tailing in short loam , at tiie tim< oi ptildi 1 mg t! t ir periodic 
statement, t touch norm n 'ly this propoition mm h 1 n*.<*r, 

. Th*' whole banking bu«ti.‘ '•-i run* on the co-tiidi u c of the jX'Ople 
in the ability of flu b-rnks to pay th ir nmin y twok rn demand 
it such . eanfidene'> is lo.t for nnj na«., ihiri hn "nm" on the 
} ‘-e-. every one who Iws dew it« m fhi bank rtmhcs to 
withdraw them No bunk cm face a ran 1-cem-e all the deports 
«rc not m liquid form. Thu- it b mc^iry for a bank not onlv 
to keep a certain proportion of its a-tt- Jhpjid, but aim give no 
o^ennon for people a confidence on it* - mr*dne-* i , he shaken, 
window drcs«mg jo one of the methods of giving * mw of 
Eecurita to the public The bc»t way to inspire ronfubnee, however, 

come to the help of member banks on Mich occasions 

halls nr 0 C rLSr'»i P | C , OP i IC i , nfor£n «! , of thcir financial position the 

mt il cnT ? r t0 P»WM> their nccoantaln the form of 
m t l ! Nhcit. A batik’s btlar.ee «he<*t is a 

n AS lotion. Usually tueh n statement is 

issues it weekly. Th' hnhu'Ti VJt’ ^ , rVn ^ rrtl E 1!lk - however, 
column on the' left band «id* r-; r , i ?» 1 r ? t ?T. 5 , <> of tuo columns. Tlio 
that on the right its Ij,abll, . < * f ’ of <he bank end 

others, and Aiocti arc wlmt ^'" CS ar ’ " ! Iit 1}|C hank owe# to 
to whal the bnnl actually ' pos-criL in hJnd? ' ^ aiW ‘ t,0n 
The follow^ iums appear in a typical bark balance sheet 


Liabilities 

Capital 
Deserve Fund 


Deposits 

Acceptances for customers 
(os per contra) 


AtSct* 

C.ash 

Cad! at Central Bank 
.Money at Call 
Bilk Discounted 
Advances to Customers 
Investments 

Liability of Customers for Accept- 
encc (ns per contra) 

Furniture and Fittings. 

In the balance sheet th„ t i ' amises n,ld othcr Property, 
position is very sound This ilV ” r ° n ? tious io show that their 
reeerve or higher ^tio of^ reserve °to lT ^ ^ M,h 

ssss '“«»»»“» 'S, p :k 

.h.t b ,^r c ;Ltf- i„;“ “r; 
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“Bankers are the custodians and distributors of the liquid capital, 
which is the life blood of our commercial and industrial activities, 
and upon the prudence of their administration depends the - 
economic well-being of the_ nation.” 1 Thus wrote Stephenson and 
Branton about the importance of .banks. More concretely we may 
summarise the uses of hanks as follows : — 

(i) They create purchasing power in the form of bank notes, 
cheques, bills and drafts and thus economise the use of precious 
metal. 

(it) They make money more mobile, by being lenders and 
borrowers together, and by helping funds to move from place to 
place and person to person in a convenient and inexpensive manner, 
through the use of cheques, bills and drafts. ' 

(tit) They encourage the habit of saving among the people and 
enable small savings, which otherwise would have been scattered 
ineffectively, to be accumulated into large funds and thus made 
available for investments of various kinds. 

(iv) By enoouraging savings and investment they increase 
the productivity of the resources of the country and thus contribute 
to general prosperity and welfare. 

In a word without the banks the present level of economic 
development of the world could never be imagined. 

Unfortunately banking facilities in India are extremely meagre 
and this is one of the causes why our natural and human resources 
have, not been adequately exploited. 

There are Bpeoial functions of very great importance that are 
performed by the Central Bank of a country to the study of which 
we must now direct our attention. 
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CHAPTER XXXVII 

MONEY MARKET AND CENTRAL BANKS 

1. Money Market, We have already seen what the term 
market means in Economics and how this meaning differs from 
popular use of the term. In ordinary speech the term market refers 
to a particular locality or a place where the buyers j and sellers get 
together for the business. But in Economics it does not refer to 
a place or locality but to the whole of the region from which the 
dealers are drawn. In short the term market stands for a group 
of exchanges, i e., buyers and sellers ot a commodity who are in 
direct competition with one another. 

But what is a money market J Who are the buyers and sellers 
here and what is it that they buy or deal in ? By the term money 
market also we do not mean a particular bazar or a square where 
most of the bank offices in the city my be situated. Here also we 
refer to group of exchangers rather than to a locality. The ex- 
changers or dealers are the borrowers and lenders and the commodity 
dealt in is money. The borrowers are the purchasers of money. They 
want to obtain a right to it. They furnish the demand side of the 
mono}’ market. The sellers are the lenders of money. They consti- 
tute the supply side. The price ofimoney means the rate of interest 
at which money is borrowed or lent. The lenders are generally the 
banks, who of course borrow too in the form of deposits from the 
public and borrowers are the discount houses, bill accepting agencies, 
financiers and other business men. Referring to the London Money 
Market, Thomas defines it thus 1 : — 

"In the localised sense it is taken to apply to the world famous 
institutions and streets which centre around Lombard Street and the 
Bank of England; mits wider significance it connotes the operations 
of all the bankers, brokers, discount houses and financiers in the city 
of London who transact business in the commodity — money, and its 
representative credit.” 1 

2 The Constituents or Members of the Money Market. Who 
constitute the money market or who are its members ? We have 
already hinted in the definition of the money market given above as 
to who constitute the money market. The membership of the 
money market consists of the bankers, brokers, discount houses and 
financiers. At the top of all is the central bank which is its watch- 
dog and the controller. 

The constituents of the Indian money market are : Reserve 
Bank of India, Imperial Bank and the other Joint Stock banks, 
exchange banks, co-operative banks, land mortgage banks, the 
government postal savings banks and the indigenous bankers. There 
are two distinct sectors o f the Indian money market : the indigenous 

1. Thomas 1_ Elements of Economics 195T9, p, 43S. 
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bankers form, the one, and the modem banking institutions the 
other. 

The Indian money market is imperfectly developed and weakly 
organised. The indigenous bankers who acoount for nearly 90% of 
the banking transactions stand aloof. There is no co-ordination be- 
tween the two sectors. Hence Reserve Bank’s power to control credit 
is strictly limited. There is ' a multipihcity of rates, and seasonal 
financial stringency is a common phenomenon. Another outstanding 
feature of the Indian money market is the absence of a well- develop- 
ed bill market. Commercial banking dominates the money market and 
facilities for long-term credit are very meagre. The habit of hoard- 
ing and general absence of banking habit are serious obstacles in the 
way of proper development of the money market in India. 

3. Central Bank. A central bank is an institution which is res- 
ponsible for safeguarding the financial stability of a country. It 
holds the ultimate reserves of the nation, controls the flow of pur- 
chasing power — whether currency or credit — and acts as banker to 
the State. 

In recent years the importance of central banks has enormously __ 
increased. This has been due to various causes : The growing 
interdependence of economic life within and between countries ; the 
greater necessity of management and control of currency systems ; 
the post-war (1914-18) confusion in currency and exchange matters ; 
the Great depression and the realisation that control over supply of 
money through central banks could avoid to a largo degree cyclical 
fluctuations ; the element of planning and regulation that has been 
introduced in economic systems of various countries in recent 
years. All these have increased the importance of an institution 
which could co-ordinate, control and manage the various complicat- 
ed and conflicting factors, economic and financial, whioh affected the 
economic stability in the national and international fields. England 
established her central bank (the Bank of England) as far back as 
1894. Other important countries like Prance and Germany had ..their 
central banks long before World War I. The Federal Reserve 
system of the U. S. A. was established in 1914. The importance of 
central banks, as already noted, was specially realised during the 
currency troubles that followed World War I. It was found 
necessity to have one bank controlling the policies (usually selfish) 
of the banks of the country. A monetary conference was held at 
Brussels in 1920, which strongly recommended the establishment of 
central banka in all modern industrial countries. The result is that 
now praotically every country has a central bank. The Reserve 
Bank of India, which is the Indian Gentral Bank, was established in 
1935. 

4. Reserve Bank Balance Sheet. Reserve Bank of India is 
India’s central bank and is the keystone oT the money market arch. 
It published a weekly return. In England, the Bank of England 
Re’obrn is considered the barometer of the money market. This is 
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so because the London. Money Market represents a closely knit arid 
thoroughly integrated system. But this is not the case in India. 
Hence Reserve Bank of India Return cannot truly .be called the 
barometer of the Indian money market. 


The Reserve Bank Return issued weekly is split up into two : • 
Return relating to the Issue Department and that relating to the 
Banking Department. 

The Reserve Bank Return for the week ending on 10th Septem- 
ber, 1948 was as under ’. — 

Issue Department 
(rupees in thousands) 


Liabilities 
2\otes issued : 

In Banking Dept. 30,74,21 
In Circulation J 2,18,01,28 


Assets 

A. Gold Coin and Bullion : 


(a) Held in India, 

(b) Held outside India 
i Sterling Securities 

Total of A 
Ratio of A to Total 
Liabilities 
B. Rupee Coin 
Rupee Securities 
Internal Bills of Ex- 
change and other Com 
meroial Paper 


■42,71,91 

7,96,14,28 

8,39,36,19 

67-216% 

45,07,81 

3,64,31,49 


Total Liabilities. 12,48,75,49; Total Assets 


12,48,75,49 


Liabilities 


Banking Department 

j Assets 


Capital paid up 
Reserve Fund 
DtsposiU : — 

(o) Central Govt. 
(6) Other Govts, 
(c) Banks 
Bills Payable 
Other Liabilities 


Total Liabilities' 


5,00,00 

5,00,00 

2,16,43,44 
17,31,98 
. 56,9S,44 
3,98,35 
7,80,62 


Notes 30,74,21 

Rupee Coin 6,92 , 

Subsidiary Coin 1,59 

Bills Purchased and Dis- 
counted : — 

(а) Internal 36,23 

(б) External 

(e) Govt, Treasury Bills 3,88,53 
Balance held abroad . 


! {includes cash and short- 
i term securities) 3,08,73,40 

j Loans and Advances to 
; Governments 10,00 

| Other Loans and Advances 6,25 
j Investments • - 63,34,68 

l Other Assets - : 1 2,60,05 1 


4,09,92,46 


i 


Total Assets 


4,09,02,46 ’ 
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'Other LmbilitiM* compri'o six account 4 )-— discount, interest, 
exchange, commission adjustment* and pro/it and lo-s account. 

On the a«oL« ride we find notes, mpHH and subsidiary coins. 
Bills Discounted means that the lhnk 3m- paid tin- holders of bills 
the prt-sent north of the bilk aft-, r deducting discount. When the 
bills mature, the Bank will r«'"di-i*‘ c.a-h and Ju ne*' thee bills are it* 
assets. 'Balance held abroad' means the amount* it Beeps in foreign . 
hanks ‘Other Loan- mid Adt-mmes* nnatis IV amounts it has 
advanced to erln duled banks and proviiini d Cj-op> , r.iti”n bankr. In* 
vestments are the govern merit securitwa and the Treasury Bills it 
has purchased. 'Other ft' *- rf correspond to 'Other Liabilities’ and 
include the sonic items. It a*M iik*!ji*I items like furniture, fixture 
and fittings, stationery mid wth-’r property 0 -vivJ by the Bank. 

5. Central Banking Principle*. l'ho pr.nciples on which a 
central bank is run are quite dillercnf from the ordinary banking 
principles, (i) An ordinary bank i - i un on l»u«iinr* lines. To he able 
to t-rsist it inimt earn reasonable- profit*. An ordinary batik, a* long as 
it keeps adequate reserve-, can indulge in any rose enable busine's 
of Investment that bungs profits, A centra! bank on the other hand 
is primarily meant to should*. r the -c-p inability of safeguarding the 
financial and economic stability of tin* country. " Tim gliding 
principle of a Central Bank," i. ays De Kock, "is that It nhoiild act 
only in the publia interest and for t h i welfare of tb* country as a 
whole and without regard to profit ns a primary' consideration.” 1 
Darning of profit for a central bank is thus .a randary considera- 
tion. It works under control ini pew 1 by the law of the State and. 
is definitely debarred from inventing money in ri-ky enterprises. 

Tim central bank is thus not a profit or dividend hunting insti- 
tution. It docs not lict as a tivi! or a compi titor of other banking 
institutions. ’That is why it seldom allows b t-wo.d on diposits nor 
can it advance money against the security of immovable proporty 
or grant unsecured over-draft". It in primarily concerned with the 
nmiiitcnauco of t ho solvency of the entire banking system of the 
country. It must, therefore, keep its own as-cts r.s liquid as 
possible. 

(it) Tho central bank is a reservoir of credit. All other banks 
and financial houses can look to it for accommodation, of course ut- a 
price, fixed by it Considering the national and international monotary 
conditions. But the central bank cannot rely on any other institu- 
tion to come to its aid by supplying.it with cash or "taking off bills 
and securities off its hands. ' 1 

(iii) The central bank must follow an active policy. It cannot 
go on passively looking as an idle spectator when anything goes 
wrong with tho credit machine. It. must take active steps to remody 
the situation. For this purpose it has a rcBort to two weapons : (ft) 
tho manipulation of tho bank rate policy ; and (6) tho open market 
operations. Thoir working is explained in the sections below. 


1. Do Kook : Central Banking, • 
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{iv) For the efficient discharge of its functions the central 
bank is provided with special equipment : 

(а) It is given the monopoly of note issue ; 

(б) It is made a banker to the government, 

(c) It is a banker’s bank. v < 

With the position so acquired it can effectively control currency 
and credit which is the raison d’etre of a central bank. 

(v) Finally, the central bank should not be subservient to any 
political party. It must be independent of all political influence, so 
that it can act freely, without fear or favour, in the best interests of 
the nation as a whole. However, there is usually a very close co- 
operation b Btween the government and the bank. 

6. Central Banking Functions. What functions are more 
characteristically central banking functions has been a widely dis- 
cussed question among economists. . Hawtrey thinks that it should 
primarily be the “lender of last resort.” Vera Smith stresses the 
monopoly of note-issue and Shaw regards control of credit as “ the 
one true, but at the same time all sufficing function of a central 
, bank.” Kisch and 'Elkins 1 regard “the maintenance of the stability 
of the monetary standard” as the essential function of a central 
bank. It is; however, difficult to single out any particular function 
as the characteristic of a central bank. A recent authority 2 gives 
the following list of central banking functions : — 

(1) The issue of paper currency in accordance with the require- 
ments of business and the general public, for which purpose it is 
granted either the sole right of note-isBue or at least a partial mono- 
poly thereof ; 

(2) The performance of general banking and agency service 
for the State ; 

(3) The custody of cash reserves of the commercial banks ; 

(4) The custody of the nation’s metallic reserves ; 

(5) The re-discounting of bills of exchange, treasury bills and 
other suitable paper offered by the commercial banks and dealers 

4 and similar financial institutions ; 

(6) The acceptance of the responsibility of the lender of last 

resort *, — 

(7) The settlement of clearance balances between the banks ; 

and 

(8) The control of credit in accordance with the needs of business 
and with a view to the maintenance of the monetary standard adopt- 
ed by the State. 

1. Kish and Elkins : Central Banks, p. 74. 

2. De Kook : op. oit. p. 15. 
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Briefly put a central bank acts in the faltowiug capacities :~ 

(,') As the note-issuing agency. 

(if) As tho banker to the State. 

(m) As tho bankers’ bank. 

(ie) As tho guardian of tho money market, through control of 
credit. 

Wo shall now proceed to consider these functions in detail. 

7. The Note Issuing Agency. In early periods of banking 
development, almost every bank enjoyed the right of issuing notes. 
This led to frequent trouble*. Not-s wrre over-r-sued and tho result- 
ing inflation disorganized the currency system and brought other 
serious economic and financial con*equ»nccs. Tho government 
therefore had to exercho stricter control over the i'suihg of notes. 
Gradually tho practice of entrusting this important function to the 
chief hank of tlio country, the central bank, became established, 
y ow in almost every country the central bank enjoys either full 
monopoly or almost a monopoly in this respect. Such a monopoly 
is of great importance. It gives uniformity to the aystem of note- 
issue. Moreover the note* of a central bank have greater prestige 
and in times of shaky confidence arc seldom presented for encash- 
ment into coins or metal. Above all, this monopoly gives the 
central hank control over othor bank* in the matter of expansion 
of credit, since tho cash reserve form tho ultimate limit of such 
expansion. 

8. Principles of Note Tbsuc. In tho issue of notes two conflict- 
ing aims have to be reconciled. On tho one hand note issue must 
be elastic. The circulation should expand and contract in accordance 
with the demands of trado. On the other hand tho confidence in 
the note must be preserved by maintaining its convertibility. The 
first is tho principle of elasticity and the second is that of security. 
This requires a proper regulation of note issue. 

Currency Ve, Banking Principle. On the eve of the passing of 
tho Bank Charter Aot in England in 1S44 (hero was a keen contro- 
versy going on as to what should bo the right principle of note 
issue. Thero woro two opposing schools of thought: one advocating 
what is known as tho Currency Principle and tho other the Banking 
Principle. 


The adrocates of the Currency Principle insisted on full 
metallic banking (i.c., 100% reserve). For overv note issued there 
must be kopt in the currency chest coins of the same value. In 
their opinion the currency note was merely- a convenient and ccono- 
mical substitute for metallic money. It was not at all their intention 
that tho notes should bo issued beyond the extent of tho reserve. 

Naturally the paper currency under this system was absolutely 
a ^ c ; /here i could never be a question of tho currency authority 
not being able to encash thier notes. But this system of note issue 
would make the currency highly inelastic. Notes could bo issued 
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expense of loss of confidence. In spite of this criticism the system has 
survived, mainly perhaps with the force of tradition. Japan and 
Norway, in fact," have introduced the same system. 

The Proportional Reserve System has been adopted in the 
European Contirent, France keeping 35% and Germany 40% reserve. 
With modihcation it has been, also followed by the Federal Reserve 
System of the U.S A. '‘The essential feature of this method, which 
has now spread over a large part of the world” ‘‘says De Kock, is 
the provision of a proportional metallic reserve against the note circu- 
lation (23, 30, 33£, 40 per cent) the remainder of the notes to be 
covered by the trade bills and Governmemt securities, with the 
further provision, that subject to certain conditions and penalties 
the reserve ratio miy be allowed to drop below the legal 
minimum.” 1 

This system is more elastic than the Fixed Fiduciary Principle. 
If the bank obtains sav, Rs. 40 worth of gold, it can issue Rs. 100 
worth of notes under Proportional Reserve System, but only Rs. 40 
worth of notes under the Fixed Fiduciary Principle, once it has 
exhausted the fiduciary limit. The element of safety, however, is 
less under this method of issuing notes. 

Some people think that if the State issues notes, as was done in 
India until the Reserve Bank of India took over this function, the 
note issue can be better controlled. But in times of emergencies the 
notes will be over-issued whether the State does it directly or in- 
directly through its influence over the central bank. In fact note 
issue by a central bank is slightly better from this point of view, 
since there may be some resistance by the central bank to the proposals 
of the Government to use the method of printing additional notes 
for its finance. 


So far as India is concerned the Reserve Bank of India has the 
monopoly of note-issue. For this purpose, the Reserve Bank like 
some other Central Banks (e.g., the Bank of England) maintains a 
separate department called the Issue Department. The assets of 
this department are kept distinct from those of the other departments 
of the bank, i.e., the Banking Department,. 

The assets of the Issue Department consist of silver rupee coins. 
Government of India (rupee) Securities, gold coin, .gold bullion, or 
sterling securities, provided that the amount of gold coin and gold 
bullion is not at any time less than Rs. 40 crores in value and gold bul- 
lion and sterling securities must be at least 40% of the total reserve. 
With the sanction of the Central Government, the 40 per cent limit 
®. an be reduced for limited periods on payment of a specified tax on 
the deficiency. Thus the systems adopted in India is a compromise 
between the two systems discussed above. 

As the experience of the recent war has shown this particular 
method of regulating note issue has not been able to save India 
, T f he v fy provision (keeping of sterling backing) 
which was meant to aot as a brake on over-issue was the cause of 

11) De Kock, op cit„ pp. 28-29. ■ 
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the enormous inflation of currency that has taken place. India was 
paid in; sterling for the various war materials purchased in India 
on behalf of His Majesty’s Governmentand the Allies. This sterling 
was transferred to the Issue Department of the Reserve Bank in 
London and corresponding amounts of currency notes were issued in 
India. - This led to ah enormous expansion of note issue while the 
letter of the law. was fully honoured. The amount of inflation that 
has taken place will be clear from the fact that notes in circulation 
increased- from Rs 182 crores on 1st September, 1939 to Rs. 1,218 
crores on -4th' January, 1946. Correspondingly sterling securities 
held in the Issue Department . of the Reserve Bank increased from 
Rs. 59 crores to Rs. 1,110 crores over the same period. 

10. . Banker of the State. The second important function of 
a central bank is to act as banker to the government. All the balances 
of the government of. the country are kept with the central bank. 
On these balances usually the banks pays no interest. • On the other 
hand the, bank performs a number of services to the government. 
Generally speaking it is the fiscal agent to the government, and 
advises the latter in matters relating to currency and exchange as well 
as. finance. “Central banks everywhere operate as bankers to the 
State not only because it may he more convenient and economical to 
the State, but also because of the intimate connection between public 
finance, and monetary. affairs.” 1 As the various financial activities 
of the State can' interfere with the conditions of the money market, 
the exchange rates, and credit policy of the central bank, the 
banking operations of the State can best be centralised in the- 
central bank. - * ' 

An important function of the central bank with respect to the 
State is the provision of short-term loans. This is usually done 
through the central bank discounting the Government Treasury 
Rills either . directly or when presented by other banks. This is to 
enable government to meet its current financial obligations in anti- 
cipation of its revenues. During times of crises like war such lend- 
ings to the government can lead :to serious inflation as happened in 
the case of France, Germany and elsewhere in Europe during 'and 
after- the war- of 1914-18. “History is : full of ’ example,” says 
i 8 Kock, “of ■ inflation and currency depreciation resulting from 
credit creation- on behalf of the. State. In. fact, experience has 
-howu that heavy .government borrowing either directly from the 
central bank or indirectly through rediscount, is the easiest meanB, 
Mid sometimes - the -onlv means, of bringing about substantial 
inflation.’’. * •• 

• When a central bank gives advances to the government against 
reasury- bills of other government securities the money spent by 
ho government is again deposited wish commercial banks by those 
•*ho receive payments. This in fact means an increase in the com- 
mercial banks’ balances with the central bank which as we have 
geonj are as good as. cash. On the basis of this cash the commercial'. 

1. l)« Kpck — op,' eit. p. 54. 
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banks are able to increase their loans and advances. Thus infla^ 
lion begins. It is, therefore, necessary that the centjabnanK 
should bo kept independent of the State so thatrtmayboableto 
resist the latter’s pressure for credit m tunes of danger. In 
of the disastrous consequences of government ^ or ™X g L t ahlisWd 
countries during and after World W ar I, some ? 
central banks (Chile, Czechoslovakia, South Africa Jndift) ^ere 

restricted by law in the matter of granting accommodation to the 
governments. But snch restrictions had to be relaxed m periods 
of emergency. . ’ ' 

Tiie Reserve Bank of India performs several ^nctmns as the 
banker to the State. It accepts money for account of the Secretory 
of State, the Central Government, the Provincial Government and 
approved States, and makes payments up to the amount .8 

to their credit respectively and carries out their exchnnge, . 
ance and other bank operations, including management of the public 
debt. 

‘ As regards advances to the State the Reserve Bank has not been 

restricted with regard to such advances. But they must be rep , 

within three months from the date of making the , advance, 
bank can also buy Government securities of any currency , 

the amount of such , securities held at any time in its Banking ep 
ment is not to exceed the aggregate amount of shore capita 
Bank, the reserve fund and three-firths of the deposit liabilities ox 

the Banking Department, and provided further, that securities 
maturing after one year or after 10 years Bhall not exceed cer 
3imits. . ' • 

11 . The Bankers’ Bank. Broadly speaking the central bank 
acts ns a bankers’ bank in tbtee capacities : — 

(i) As the .custodian of the cash reserves of the commercial 
: hanks ; . 

- (»i) ns tho lender of last resort ; and 

(in) as a. bank of central clearance, settlement and transfer. 

(»)■ The habit of the commercial banks keeping their cash 
reserves with the central bank developed slowly and it has been 
closely associated with the function of the central bank as the bank 
of issue. and banker to the Government. It was convenient to keep 
cash reserves with the 'central bank ,'bbca use its notes commanded 
greatest confidence and governments’ hanking transactions took 
place through, this Institution. - Originally keeping of cash with 
the central bank was optional, latcr.in most , countries it was made a- 
statutory obligation. , . 

The practice bas many ’ advantages. First) it economises 
The nation’s cash can be more effectively used when centralised 
tyi^L^bn scattered in the vaults of numerous hanks. Secondly, 
it enables the commercial banks to increase their reserves merely 
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by discounting bills with the central bank in time of need instead 
of having to rely upon their own resources. Thirdly, it gives the 
central bank control over the credit policies of the member banks 
as we shall presently see 

In India the scheduled banks (so called because their names are 
included, on basis of their paid-up capital and reserve, in the Second 
Schedule to the Reserve Bank . Act) are required to maintain 
with the Resorve Bank a balance nob less than five per cent of 
their demand and not less than two per cent of their .time 
liabilities. 

(ii) The central bank is the lender of last resort to the com- 
mercial banks. When the commercial banks have exhausted their 
own resources and have failed to supplement their funds from the 
usual outside resources, the central bank is called upon to function 
as the lender of last resort. It acts in this capacity mainly through 
its rediscount operations. 

In the narrow sense rediscounting is applied* only to first class 
trade and agricultural bills brought to the central bank by commer- 
cial banks and bill dealers or brokers, who are temporarily in need 
of funds and want to convert some of their short-term assets into 
cash. In the wider sense as now current in ,mosb countries, 
rediscounting is defined as “the conversion directly or indirectly of 
commercial bank credit into additional Central bank credit .” 1 
Rediscounting, is thus applied also to Treasury Bills and to short- 
term collateral loans to banks and other financial institutb ns made 
by the central bank against hills or promissory notes and govern- 
•menfc securities. 

Rediscounting facility enables commercial banks to carry on 
their day-to-day business on smaller cash reserves, since they can 
always rely upon the central bank in times of crises. It gives increased 
elasticity and liquidity to the assets of the commercial banks. 
Rediscounting, however, should not be abused. It should be only 
resorted to in times of emergencies not in times of normal business 
activity. The central bank in its turn should be ready to help in 
times of distress, but should be less liberal in ordinary times. This 
is necessary to encourage self-reliance among commercial banks and 
to conserve the strength of the central bank for emergencies. The 
mere fact that they can get help from the central bank in times of 
Timergeno'es is enough to maintain the confidence of the public in 
the commercial banks. 

(Hi) The central clearing function is adopted by all central 
banks. In some countries it is merely a matter of tradition or 
convenience, in others it is a duty imposed by law. This is a logical 
step from the position of the bank as custodian of cash reserves of 
the commercial banks. Since banks keep cash reserves with the 
central bank, settlements between them can be easily effected by 
means of debits and credits on the books of the central bank. In 
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many countries separate clearing houses are set up to cancel mutual 
obligations between the banka including the central bank. In Buck 
countries the balances ultimately to be paid can be paid without 
cash transfers through mere book entries m the accounts of commer- 
cial banks with. the central bank. If clearings go heavily against 
some bank its cash balances with the central bank will fall below 
the prescribed or traditional limit. In such a case the bank 
concerned can rediscount with the central bank for a few days 
until the deficiency in the balances is again made up. 

This method of settling accounts apart from being convenient is 
economical ns regards the use of ca«h. It also strengthens the 
bankinc system by reducing withdrawals of cash in times of crises. 
Moreover, it enables the cent*al bank to he well informed about the 
state of liquidity being maintained by the commercial banks with 
regard to their assets. This information helps the central bank in 
its function of controlling the credit expansion in the country. 

12. The Controller of Credit The Objectives. A central 
bank controls credit with the following objects m view : — 

(a) To safeguard its gold reserves against internal and external 
drains ; 

(b) to maintain stability of internal prices. 

(c) to achieve stability of foreign exchanges ; and 

(d) to eliminate'fluctuations in production and employment. 

The necessity of safegua-ding gold reserves arises under a gold 
standard. In a gold standard country gold can be freely imported 
and exported and the currency of the country is convertible by law 
into cold coin or gold bullion. In such a country an over-expansion of 
credit causes inflation. High prices at home first lead to with- 
drawal of more cash from the banks and gold from the central bank 
to carry on transactions at a higher level. This is called the 
"internal drain”. Secondly, the home price level being higher than 
the international price level imports are encouraged and exports 
discouraged. An unfavourable balance of trade is created which 
has^ to be met by export of gold. This is called the "external 
drain”. Gold may also move out because the foreign investors 
have lost confidence in the future of the currency under question 
and they begin to withdraw their funds. The central bank, there- _ 
fore, must take steps to contract credit, bring prices down and stop ' 
the internal and external drain of gold. 

The second object is to maintain stability of internal prices. 
We have already referred to the various disadvantages of fluctuating 
prices. Price instability causes disturbances in economic relations, 
maladjustment® and serious social consequences. The central bank 
by regulating the supply of purchasing power according to the needs 
of the people can reduce such fluctuations to a large extent. 

Instability of foreign exchange (value of foreign money in terms 
ot home money) disturbs international trade. 
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, Thore lias beon considerable controversy as to which of the two 

objoots, internal price stability or exchange stability, should the 
central bank prefor, when both cannot be obtained at the same time. 
If all the countries concerned are on gold standard stabilization of 
internal prices by all the countries will automatically kcop exchange- 
stable within narrow limits 1 . Up to the Great War of 1914, therefore, 
, the various countries kept stability of exchanges without serious 
' disturbances in the price levels During periods of inconvertible 
paper, however, it was found that price lovcls in different, countries 
moved in different directions resulting in great disparities. Under 
such circumstances a country aiming at exchange stability had to let 
its internal price level fiuotuato in response ‘to foieign prices. This 
seriously upsets the whole internal economy of such a country. Jn 
recent years, therefore, the central banks have aimed more at the 
stability of internal prices and let exchange adjust itself as neeessitat. 
ed by circumstances. When other things are equal a country with 
greater interest in foreign trade (e.g., England) would pay more 
attention to stability of exchange and a country with relatively 
small foreign trade (e.g., India) would concentrate more on internal 
stability. One of the criticisms of the currency ami exchange policy 
of the Government of India has been that the latter has paid more 
attention to exchange stability and loss to the stability of internal 
l,r prices. 

A more recent view rejects both the aims of ci change stability 
and internal price stability. This view has cotno out of the experi- 
ences of the great world depression of the ’thirties. It is held that 
the central bank should aim at smoothing out of the business cycle, 
which results not merely from price movements. No doubt steadi- 
ness in internal prices and foreign exchange aro both desirable, but 
they should bo subservient to maintaining the stability of economic 
life as a whole. The aim should bo to maintain a normal steady 
growth of business activity, and provout booms and slumps. 

13. Difficulties of Credit Control. Even if one or more of 
these objectives aro desired by the central bank, there aro serious 
difficulties in the way of their achievement. In the first place, there 
Rre difficulties in the wav of controlling credit itself." Secondly, even 
if the bank is able to control the volume of credit, the objectives 
-i concerned may not necessarily bo achieved. 

Several difficulties in the way of controlling credit may be 
noted. 

f 

First, bank credit is not the only form of oredifc. Thore is 
commercial credit like book credit, bills of exchange and 
promissory notes (not discounted by banks). On these the central 
bank has little control They are as much purchasing power as any 
other form of credit, 1 

Secondly, even as regards bank credit all banks of the country 
do not have direct relations with the central bank. Jh the U. S. A., 

E Seo “Specie Points," p. 303. * ' ~ 
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for instance, one-half of the commercial banka, w ith one fifth of re- 
sources are outside the Federal Rer< rvt' Sy-dun. 

Thirdly, even if all banka were ‘member bank",’ commercial 
banks ivmvnot always co-op* rate with tin* mitral bank and may not 
follow its lead. Such eo operation, it* n* ‘ball ■■<•<}, H indispensable 
for a puccv 0 ful control of credit. 

Fourthly, there are non-banking iktn n ntj in the financial struc- 
ture of a country. Among thc -c are th* various cireurm taticcs that 
affect the temper of the busmen* community Thao are beyond the 
scope of centra! banking action. 

Finally, the centra! bank cvnnot control the ultimtte use to 
which credit nny be put Stricth c mnncreial loan*, for instance, 
inny be used for speculation purpo-e* 

"I lit**, however, do>M n >t m*vn that nny attv'unt to control 
mdvt on the part of the cent ral b ltd; i* bound to fail. Then- arc 
the limitations to which the action of the central bank la subject 
find they must bo kept in mind by tint banking authorities. 

Even if the b ml: can control credit, it does not ntcc*aarlly follow 
thM the objective- of the hunk like price stability*, exchange stability, 
etc., mil automatically folio'.’,. ’] hero are difficulties ill their nay 
too, which have been difcu*>°ed clfcvdiore. 

Now wo proceed to discuss the methods of credit control. '1 hose 
are the following :—(t) Bank rate policy, \\i) open market opera* 
tions, (fti) credit rationing, (ir) other methods. 

Let us take these in turn. 

14. The Bank Rate Policy. The bank rate is the rate at which 
the central bank of a country is willing to discount first civ's bills. 
It is thus the rato of discount of the central bank, while the market 
rale ib the rate of discount prevailing in the roonov market among 
the other lending institutions. Since the centml'bink i« only the 
lender of the last report the hank rate is normally higher than the 
market rato. ^ The term rale of in’cre»' is usually applied to the yield 
of long-term investments. Deposit rale is the rate which the commer- 
cial banks pay to thoso who keep deposits with them. The banks' 
call, rate is the rate at which money is advanced for very short 
periods to the bill brokers, etc. In a perfectly devel >prd money' 
market all theso rates bear a more or less constant relationship with 
each other. Before World War T, for instance, in England the 
banks usually fired their deposit rate 1 i per cent below the bank 
Tate. The call rato was fired usually l per cent above the deposit 
rate to enable the banks to have a margin of profit between what 
they charged and what they paid. The banks charged about 1% 
abov e tho bank rate on advances to their customers, subject to a 
minimum of 5 per cent. The relationship between the bank r.ato mid 
the market rate of discount was determined bv tho conditions of tho 
money market. 

Under such conditions, therefore, if the bank rato was changed 
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all the other rates normally moved in the same direction. Though 
this did not always happen as wo shall see. 

In countries where the money market is not so wall organised 
the relationship botween the bank rate and the other rates is not so 
close. To that extent, therefore, the central bank is uaable to 
influence these other rates by changing its own rate of discount, 

15. The Theory of Bank Rate Policy. According to theory 
the changes in the bank rate of a central bank are followed by cor. 
responding changes in all tho local money rates. If the bank rate 
is raised tho market rate and other lending rates of the money mar- 
ket also go up. Conversely the market rate of discount and tho other 
rates go down when tho central bank lowers its bank rate. These 
changes affect tho supply and 'demand for money. Borrowings are 
discouraged when the rates go up and encouraged when they go down. 
In the formor case a contraction of credit and in the latter its ex- 
pansion is the result. Tho flow of foreign short-term capital is also 
affected. Thero is an inflow of foreign funds when tho rates are 
high and outflow whon they ate low. Internal price levol tends to 
fall with tho contraction of credit and it tends to rise with its expan- 
sion. Business aofcivity, both commercial and industrial, is stimulated 
when rates of interest are low and disoouragod whon thoy are high. 
An adverse balance of international trado can bo counteracted 
through lowering of domestic costs and prices by contraction of 
credit, since this stimulates exports and discourages imports. 

16. Bank Rate Policy Under Gold Standard. The theory o: 
this policy is specially adapted to gold standard. It operated moat 
successfully, therefore, in Great Britain before 19M. Undor gold 
standard an adverse balanco of trade is indicated by movement ol 
exchange to tho gold export point and outflow of gold. This may be 
duo to excessive oxport of capital or great import of merchandise 
Convorsely when the balanco of payments 1 is favourable there is ar 
inflow of gold. 

In the caso of the outflow of gold tho primary cause may bo re- 
latively high domestic cost of production, discouraging exports anc 
oncouraging imports or over-investment of capital in foreign countries 
caused by fear regarding the future of the home currency, or othoi 
factors, or speculative influences may bo at work. 

Under such conditions raising of tho bank rate led to contrac- 
tion of credit. This was followed by greater sale of commodities and 
securities since their holding became more costly due to highor rates 
of interest, fall in domestic demand duo to fall in the inoomes ol 
various groups, decline in new investment and speculation, lowering 
of prices and wages. The ultimate result was encouragement of im- 
port?, inflow of|broign capital, discouragement in the withdrawal of 
foreign capital, etc. In duo course equilibrium was restored. The 
outflow of gold stopped. If tho policy was continued long cnoucrli 


l. Por -‘Balance of Payment a”. Soo Chap. XXXIX. 
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there was inflow of gold, thus relieving credit stringency, lowering 
money rates and reviving business activity. 

Thus the raising oi the bank rate has two effects : (t) immediate 
and {») ultimate. Immediately, borrowing is discouraged as the die- 
counting of hills becomes a costly affair. Money therefore does not 
leave the banks. Instead funds flow in even from abroad as the rais- 
ing of the Lank rate is follow cd by the raising of the bankers’ deposit 
rate. Ul'imatdy, prices fall through contraction of credit and 
currency. Exports are stimulated and imports aro checked. The 
balance of trade becomes favourable and gold tends to flow in. Tho 
objective of raising the bank rate is thus aohieved, vis., drain of 
gold out of the country is checked and instead gold comes in. 

Conversely, if there was a continued inflow of gold, the central 
bank would lower the bank rate. This would cheapen money nnd 
encourage expansion of credit, trade, production, investment and 
speculation. It raised domestic prices and costs, encouraged imports 
and discouraged oxports. Investment in foreign countries was en- 
couraged. If the policy was continued long enough an adverse 
balance of payment arose and gold inflow was changed into outflow. 

17. Limiting Conditions of Bank Rate Policy. For a success- 
ful working of such a policy, a little reflection will show that a 
number of conditions had to be satisfied. 


(i) All the other rates should follow tho bank rate in its move- 
ment, so that credit should expand and contraot as tho case may bo. 

( 11 ) The economic structure of the country should be olaslio so 
that change 1 ! in credit conditions should lead to corresponding, 
changes in wages, rents, production, trade, etc. 

Inn well organised money inaikeb like that of Great Britain the 
first condition i- satisfied. 


In Great Britain, for instance, as we have seen all the other 
Tates have a more or less constant relationship with the bank rate as 
a matter of convention. Sometimes, however, when surplus funds 
are available in the money market the bank rate may fail to be 
effective and other methods may have to be used. In most other 
countries this condition is not satisfied to any appreciable degree. 
Hence tho meagre success of the bank rate policy there. As regards 
the second condition, again conditions in Great Britain were most ' 
favourable especially before 1914. The economic structure ‘was 
appreciably elastic. \\ ages, rents and production responded within 
limits to changes in money rates and credit conditions. In subse- 
quent years the British economic structure considerably lost its old 
T ‘™ wa * d f v «ious reasons among which were the 
of tbe gold standard and coming in of the managed cur- 
rency and regulation of w ages and prices. “ 


As regards other countries, the 
much less successful due to the absence 
In recent years this particular method 


bank rate polioy was always 
of the above two conditions, 
of credit control has become 
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secondary even in Groat Britain. This decline in its relative impor- 
tance is due to changes in money market conditions and the greater 
rigidity of the economic sja tem as already noted. As regards the 
money market several developments may be noted. Domestic trade 
is financed now more through bank overdrafts and less through bills 
of exchange which later played so inuoh part in discounting opera- 
tions. Foreign bills have also lost a good deal of their importance 
duo to the fact that London no Ion ;er enjoys the same financial 
status as it used to do before the war of 1914-18. This has reduced 
the volume of foreign bills offered for discount H Loudon. More- 
over short-torm Treasury Bills have taken the place of bills of ex- 
change for short-term investments. This has inci cased the influence 
of the Treasury over the money market. Suoh changes arc not con- 
ducive to the smooth working of bank rate policy. 

’ 18. ‘Keynes View of Bank Rate Policy. According to Lord 
Keynes the traditional theories of bank rate conccntracted largely on 
the influence of bank rate as a means of regulating the quantity of 
bank monoy and of protecting a country’s gold reserves. It had not 
taken account of the influence of bank rate on the rate of invest- 
ment relatively to saving, and the influence of changes fn the rela- 
tion between investment and saving on prices, production, employ- 
ment and wages. 

Keynes criticises Hawtrey who had emphasized investment but 
only one particular kiud of investment, namely “investment by 
dealers and middlemen in liquid goods, “to which,” adds Keynes 
“a degree of sensitiveness to changes in bank rate is attributed 
which cortainly does not oxist in facl,” 1 Aocording to Keynes 
economic situation is aflfeoted not through the changes in short-torm 
rate of interest and in the. stocks of woYking capital goods, but 
through the long-term rates of interest and the volume of fixed 
capital goods. .Changes in bank rato lead to changes, not only in 
short-term rates of interest, but also in long-term rates, since tho last 
two are interconnected. Changes in long-term rates affect the 
investment ruarkot. This investment doponds upon prospects of 
profits and tho long-term interest. Assuming tho prospects of profits 
to bo the same tho higher tho long-term interest tho less attractive 
become investments or replaooments of existing capital. Whon 
entrepreneurs spend loss on fixed capital goods employment in tho 
capital goods trades declines. This leads to contraction of total 
money incomes and decrease in expenditure on current consumption. 
This results in the decline of employment in consumption of goods 
trades, Prioes and production fall all around. Conversely, when 
the rates of interst fall the opposite process is the result. 

, In his more recent work 2 , Keynes still emphasizes the impor- 
tance of equilibrium between saving and investment for general 
economio stability. Hois, however, of the view t hat apart from 
regulation of quantity of money through open market operations (to 


1. Keynes : A Treatise on Afonoy, Vol. 1, p. 193. 

2 G'euomi Thoory of Employment, Interest and .-i oney, p. 161. 
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indirectly to borrow from the central bank through rediscounting 
bills. If the bank rate is high tho market rate then cannot remain 
low. 

21. Limitations on the Theory. It is obvious that the above 
will be valid only if certain conditions are satisfied. These 
conditions are : — 

(i) When the central bank purchases securities the cash reserves 
of the member banks will bo actually increased and conversely tho 
cash reserves will be decreased when the central bank sells Securities. 
This may not happen. The sale of securities may bo offset by inflow 
of gold into the banks or b}' return of notes from circulation and 
hoards. Tho purchase of securities on tho other hand may bo 
accompanied by an outflow of gold or withdrawal of notes for 
increased currency requirements or for hoarding. In both the cases 
therefore (ho cash reserves of tho member banks may remain un- 
affected. 

(») But even if the cash reserves of the member banks aro 
increased or decreased the banks may not expand or contract credit 
accordingly. The percentage of cash to crodit is not rigidly fixed 
and can vary within quite wide limits. The banks will expand and 
contract credit according to tho prevailing economic and political 
circumstances, not merely with reference to their cash resources. 

( Hi ) The third condition is that when the commercial banks* 
cash resources inoreaso the demand for loans and advances should 
. also increase and conversely. This may not be so. Due to economic 
or political uncertainty even cheap money rates may not attract 
borrowers. Conversely, when trado is good and prospects of profits 
bright entrepreneurs would borrow oven at high rates of interest. 

Finally, the circulation of bank credit should have a constant 
velocity. But the velocity of bank deposits is rarely constant. It 
increases in periods of rising business activity and decreases in 
periods of depression. Tims a policy of contracting credit may bo 
neutralised by increased velocity of circulation and vice versa. 

In spite of these limitations, however, there is a fair relationship 
betweenthe sale and purchase of securities hy the central bank and 
contraction and expansion respectively of bank credit. 

Since' for the success of market operations it is necessary that 
there should bo broad and ’active market in,short and long-term r 
government securities and such markets exist'only in the D. S. A. and 
Great Britain, this method of credit control has been most effectively 
used in these two countries. 

In Great Britain especially this method has been widely used ‘ 
with the objects of making bank rate effective, counteracting the 
effect of seasonal movements of funds, offsetting the inflow arid out- 
flow of gold and creating and maintaining conditions of cheap money 
and in the interest of business recovery. 
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22. Credit Rationing. Credit rationing means restrictions 
placed by the central bank on demands for accommodation made 
upon it during times of monetary stringency and declining gold re- 
serves. The credit is rationed by limiting the amount available to 
each applicant Further the central bank restricts its discounts to 
bills maturing after short periods This method was used by the 
Bank of England as long ago as the end of the 18th century when 
the usury laws prohibited raising of discount rate beyond 5 per cent. 
In recent years, especially after the critical period following 
World War I, credit rationing has been adopted as a policy by a 
number of countries like Bussia and German}’. 

This method of controlling credit can be justified only as a 
measure to meet exceptional emergencies because it is open to serious 
abuses. 

23. Other Methods. The other methods of cedit control may 
be noted only briefly. There is wliat is called direct action. This 
implies coercive measures like refusal on the part of the central bank 
to rediscount for banks whose credit policy is not in accordance vdth 
the a ishes of the central bank or whose borrowings from the central 
bank are excessive in relation to tbeir capital and reserve. The“ 
central bank may, on the other hand, request and persuade the 
member banks to refrain from increasing their loans for speculation 
or non-essential activities. Law may also authorise the central bank 
to impose a change in the minimum of cash reserve on the member 
banks. Changes may also be imposed by law in the margin require- 
ments on security loans. Finally the method of publicity is also 
used. This means issuing of weekly statistics, periodical reviews 
about the money market conditions, public finances, trade and 
industry, the issue of weekly statement of assets and liabilities in the 
form of balance sheet*, etc. 

24. Nationalisation of CeDtral Banks. There is now a movement 
in various countries towards nationalising their central banks. It 
has been done in England. The Government of India has also intro- 
duced a Bill in the Dominion Barliament with the object of nationa- 
lising the Reserve Bank of India. In India even the nationalisation 
of Imperial Bank of India, the biggest commercial bank, is nlso under 
contemplation. Let us examine the pros and cons of such measures. 

In favour of nationalisation it may be said that these banks are 
already regarded as public institutions. They are meant to promote 
national interests rather than the interests of the shareholders. A 
maximum limit is imposed on the dividends that the central bank 
can declare. The shareholders are getting just as much as the 
investors in government 'securities get. Thus in fact central banks 
are more or less national institutions. When they are so in fact why 
not make them in law ? 

Secondly, the government will be in a position to act more ex- 
peditiously and firmly in national interests without in any way being 
hampered by the consideration of the shareholders’ interests. The 
directors will no longer represent private individuals but will be 
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nominated by the government. As representatives of the .shareholders 
they have certain susceptibilities which have to be respected. But 
as nominees of the government their outlook will be entirely different, 
They will be able to bring to bear a singlo-minded devotion to the 
furtherance of national interests, 

Thirdly, as the central bank pays no interest on deposits, it makes 
enormous prefits. If the bank is nationalised all these profits go to 
society rather than to a private body of shareholders. 

Fourthly, the central bank is mainly concerned with the govern- 
ment business, c.g„ collection of taxes and other dues, disbursements, 
and raising and management of government loans. It supplies cur- 
rency which is particularly a government's function. It is a matter 
of great national importance that the currency supplied to the 
public is a sound one. It is therefore cnly in the’ fitness of things 
that the bank should belong to the government. 

Fifthly, the business of the central bank is of a routine nature 
and is a monopoly. It, therefore, easily lends itself to State manage- 
ment. ^ 

Finally , in these days socialism is in the air. Nationalisation 
of the central bank will be a step in this direction and will meet the 
wishes of a large mass of the people. 

The opponents of nationalisation point out the dangers of 
bureaucracy. It is said that banking is a commercial enterprise and 
must be run strictly on business principles and this the permanent 
Stato officials will bo incapable of doing. Promotion is by seniority 
and their tenure is permanent. They lose all initiative and incentive 
for better work. They are tied down by red* tape. 

Further, banking business is of a very technical nature and as 
such beyond the tmderstanding of an average minister. He will 
therefore be completely at the mercy of the permanent officials. 

It is also pointed out that nationalisation is unnecessary became 
already the central banks are run in purely national interests. The 
shareholders only re. reive the dividend which after all is not much. 

But the greatest danger of nationalisation is that the central 
bank may be made a mere pawn in cho ga-ne between political 
parties. An unscrupulous ministry may use it as a tool for promoting 
party ends as distinguished from the interests of the nation as a 
whole. - ‘ 

On the whole wo may say that the proposal for the nationalisa- 
tion of the central banks has much to commend itself and the dangers 
are generally exaggerated. 
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CHAPTER XXXVIII 

TEEORY OF INTERNATIONAL TRADE 


1. Introduction. So far wo have been joncemed with the 
problems arising out of exchange of goods and services within the 
same country. Now wo turn to the study of problems that relate to 
the exchange of goods and services between persons living in dif- 
ferent countries. 


It should be noted that the difference ! between, jnlcrnal. trade., 
and international trado is only a difference of degree, not of Kind. The 
Fundamental principles in both cases are the same. IntcrnaTional 
trade like the homo trade is the result of division of labour. Jn both 
cases the exchange of goods takes place between persons, though in 
the case of international trade the parties livejn different countries. 
Moreover international trado is regulated by very much the same 
principles as trade within the same country. Just as in the internal 
trade people specialise in producing goods in which they have the 
largest comparative advantage, the same happens in international 
trade. Similarlv consumers purchase in the cheapest market both 
in the home and the international trade. The differences are there, 
but they are, as we have said above, only of degree, not of kind and 
' ^at justifies our treating international trade and its problems sepa- 
rately. 


2. Wiry Separate Theory of International Trade ? There are 
several differences, though of degree, between tho home trade and 
foreign trade which necessitate the formulation of a separate 
theory of international trade. These differences may be noted : — 


, First, within the same country labour and capital are more 
mobile than they are between .different countries, TbishasriT’great' - 
significance as we shall see presently. There are various reasons for 
this difference. As regards labour, as Adam Smith puts it, human 
beings are the most difficult to move. People do not move easily 
out of their native country even if they can command higher wages 
elsewhere. Many reasons are responsible for this ; differences of 
language, traditions, religion, customs, social and political life, etc., or 
mere inertia may keep them at home. Capital is more mobile than 
la our. But even here people prefer to invest theif sayings in their 
own country for various reasons. A foreign loan must offer a higher 
rate nan the home loan. The investor has a greater sense of security 
ii ms capital is invested in his own country'. 

The result of this comparatively greater immobility of labour 
and capital between countries is that competition fails to make costs 
ol production of similar goods equal as it does in the same country. 

Jr jS VC3 * mequa ^ advantage to different countries in the production 
of different commodities. Thus diff f rent„countries become non- 
competing groups, — 
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We do not mean that non-competing groups do not exist within 
the borders of the same' country. They do, but that is not typical. 
Since labour and capital move easily such groups tend to disappear. 
This is not the case between countries. There such differences have 
a greater permanence. 

There is another consequence of comparative immobility of 
- l labour and capital as between one country and another. Within a 
country, price in the long run tends to approximate to cost of 
production, because labour and capital can easily move into or move 
out of an industry if the price is more or less than the cost of 
production. This cannot happen in t he case of interna tional trade 
where cost of acquisition^ t a kes . jbEeT place of cost of production"!" 
Labour and "capital being immobile, price and cdst'ofpfoductiohcan 
seldom approximate. 

Secondly, differenc es in advantage-may arise_ be caus e of 

natural causes like geog raphical and climatic conditions. These lead 
to*temtonaT dtvilion ofiahour ahdTooalizafiSBr^orTndustnes. For 
instanoe some countries may have particular mineral resources like 
coal, iron ore and copper, etc. Others may have land or climate 
fitted for certain crops like jute in Bengal, etc. Either these advan- 
tages cannot- be transferred to other countries or the cost of moving 
v. them is economically prohibitive. 

Thirdly, in international trade certain .. problems arise put of 
tbe fact that jcountries are independent sovereigns and can jmysueT 
independent poli cies with respect to the movement of go ods. Several 
kindsoTreibrictious may be placed on movement of goods be\ ond 
their frontiers by States for goods may not move due to physical or 
social barriers. Within the same country such complications do 
not exist or at least not to the same degree. ' 

All these factors justify us to have a separate theory of interna, 
tional trade. 

3. Why International Trade Arises. Why do people purchase 
goods from foreign countries ? In other words, why does interna- 
tional trade lakes place at all \ The obvious answer -is, that it is 
profitable to the parties concerned, This is the same reason as 
leads to exchange taking place within the Bame country. There 
are", however, certain conditions' under which international trade 
becomes profitable. These are given below. 

(a) A country, may, jlue to. monopoly, enjoy_an, absolute 
advantage in the production of a certain commodity. This advan- 
tage may'brdue'to'presepce'of certanrraw materials, Equality of the 
, soil, climatic conditions or any other similar cause. Other countries 
then must import such a commodity. For instance India and 
Pakistan together have an absolute advantage in the production of 
jute, South Africa of diamonds, East Indies of rubber, etc. Countries 
which do not possess these advantages obtain these goods through 
international trade. 
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(6) Some goods may be produced in the Jtome.. countr y but the 
expense involved may be prohibitive. “By -means of giassesTnoFT- 
beds, and hot walls.” wrote Adam Smith, very good grapes can bo 
raised in Scotland, and very good wine, too, can bo made from them 
at about thirty times the expense for which at least equally good 
wine can be bought from foreign countries.” Lately Germany was 
able to produce artificial silk, artificial petrol, etc., at enormous cost. 
But the reasons here were political and not economic. Normally 
this is not. done. A country may thus specialise in the production 
of goods which it can produce more cheaply than other countries and 
get by exchange other goods which are mote expensive to produce 
at home. ' , 

(c) It may, however, pay a country to import good^from ahroad^ 
even if she could produce them more cheaply than the foreigncouniry 
from which such goods arc imparled. This is due to the fact, that 
the importing country may find it" more profitable to specialise in 
the production of some other goods in which the degree of advantage 
over the foreign country is stii! larger; /This is the tjieory o/_.com 
paraHvr cost, which we shall further explain below. This’idea may 
be made clear by an example. ' Suppose yon can cook your Food 
better than your servant. Still it may be worth your while to 
employ a servant for cooking, if the time and energy thus Baved 
can be employed by you to more profitable employment in which 
your advantage over the .cook is still greater. 

4. Essential Condition of Permanent International Trade. 

One essential condition of permanent international trade is the 
difference JnJhc ratios of comparative costs. Take the following 
example : — 


Country A 

Cost of production per md. of wheat Rs. 4 
u ii ,, >, ,, cotton Rs, 10 

Ratio oF comparative cost 1 : 2.V 


Country B 
Rs. G 
Rs. 15 
1:24 


In this case the ratio is the same (1 : 24) in both countries 
(Note when you want to find the ratio of comparative cost you 
compnrcjlwsosts of the two.arJirtes-in the same country and not of the 
same article in <?ie..lu;o.-oounfms), Tn this case permanentTintorna- 
uional trade cannot be established between the two countries. The 
trade will start no doubt-, because both' of the commodities are 
cheaper in A and dearer in B. A will export both commodities to B 
ana money will move from B into A. The result wilt beAhat prices 
will begin falling in B and rise in A. As the ratio of comparative 
cost is the same, the rise of prices in the one country and fall in the 
other will be similar so that in the case of both commodities' 
simultaneously the prices will be equalised arid trade will come ’to 
an end. , . • 
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within the same country the mobility of factors of production, was 
sufficient for profits to tend for the same level. This did not happen 
as between countries. The classical theory was thus completed with 
Cairnes. It was believed now that while within a country commo- - 
ditie 3 exchanged in the ratio of their . cost of production as between 
countries the reciprocal demand was the determining factor. 

6. Recent Modifications of the Theory. Though the classical 
theory is accepted in its essentials by modern economists, certain 
modifications have occurred both in matter of emphasis and also 
as regards its manner of illustration. These modifications are worth , 
noting. 

(t) The classical economists measured costs in terms of dayB of 
labour. This wa's due to their belief in the labour, .theorylof. value. 
Sinee'tho labour theory ‘stands rejected modern writers do not 
express costs of production in terms of labour, ’ihey state the 
theory in terms of the marginal cost of production as expressions of 
the degree of relative scarcities of the factors of production. Thus 
according to modern terminology a country tends to .export those 
goods which are produced by the relatively more abundant facTorsp 
and' to import those' "goods the.' production' ’ of "which.^ref^uires 
factors' that are relatively scarce in thatj:ountry. " 

(ii) The Ricardian theory assumed constant returns as produc- 
tion was expanded as a result of greater demand for international 
trade. 

Modern writers have elaborated this simplified version by 
indicating the influences of the laws of increasing and„diminiehing - 
•.returns. . Thus if the greater scale of production reduoes oasts per 
;unit, the comparativn advantage will be increased. If on the other 
hand the larger output raises cost per unit the comparative 
advantige may diminish or even disappear. In the latter case 
; international trade in such goods will stop altogether. 

(tit) The Ricardian theory did not explain the terms of exohange. 
Comparative costs decide which articles will enter into international™ 
trade, but do not determine the terms of exohange, t.e., how many 
units of the imported product will be commanded by a given 
number of units of the exported produot. Early Rioardians following 
Adam Smith relied upon the "higgling” of the market, a rather 
vague term. According to modern analysis th'e.ratio. of. exchange is . 
determined, by the elasticities of thc demand. of e'ach .country for the 
produots of the other. Thus as in our example if pro Stable trade” 
results between A and B countries, the former specialising in wheat' 
and the latter in cotton, the rate of exohange will be* determined by 
the degree of elasticity of demand of A for cotton and B for wheat. 

If A s demand for cotton is more elastic than B’s demand for wheat, 
the terms of exchange will be favourable to A or for a given amount 
of wheat A will receive more cotton add vice versa. 

7. The Modern Version of the Theory. In the light of the 
above modifications let us illustrate the Theory of Comparative 
Costs in its modern version. 
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A H trade tak es place because of t he diff evcucc.'i.Jji.JJia. coat of 
p roducif {onrirguc'h'~'difl'CTcn ge^nTTHroTtllrcir types : 

^{i) Absolute differences in costs. 
b ^th) Equal differences in costs, 
v ( iii) Comparative differences in costs. 

Trade is possible under ( i ) and (iii) but not under (ii). Let us 
take examples : 

(i) Absolute, differences . 

In oountrv A i Marginal cost pf producing wheat is Rs, 5 per md. 

* l „ „ „ cotton is Rs. 10 per md. 

In country B > Marginal cost of producing wheat is Rs. 10 per md. 

* ( „ „ „ cotton is Rs. fi per md. 

Since price tends to equal the marginal cost of production, in 
country A one maund of wheat will exchange for \ inaund Jof cotton. 
In country B one maund of wheat will exchange for 2 mannds of 
cotton. Thus : 


Country A : 1 whoat=£ cotton. 
„ B : 1 wheat=2 cotton. 


Cost ratio. 
1 : 2 






Thus A has absolute advantage in wheat and B in cotton. A 
will specialise in the production of wheat and B in that of cotton. A 
will gain so long as she can get more than i maund of cotton for a 
maund of wheat. B will gain so long as she can get a maund of 
wheat for less than 2 maunds of cotton. The rate of exchange will 
be somewhere between i md. and 2 mds. of cotton for a maund of 
wheat. The actual rate wiU depend on the relative elasticities of 
the demands of each party for the product of the other! This we 
shall see later. 


Trade due to absolute advantages usually exists between tem- 
perate and tropical countries which lead to absolute advantages on 
account of climatio and other differences. 


(it) Equal differences. When the comparative advantage is 
equal, no trade arises between the parties. 

Thus • 


In country A 
In country B 


Marginal cost of producing wheat is Rs. 5 per md. 

„ „ „ cotton is Rs. 10 per md. 

Marginal cost of producing wheat iB Rs. 4 per md, 

„ „ „ cotton is Rs. 8 pet md,. 

’ cost ratio. 


Thus in country A : 1 Wheat=| cotton 1 : 2 
in country B : 1 Wheat=J cotton. I : 2. 

Under the above conditions no benefit will accrue to the parties’ 
through specialisation. If A specialises in wheat and B in cotton, 
A can only gain if l md. of wheat gives her more than f- maund 
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of cotton. lint H will not giv.- more tit m \ marnnt of cotton for 
n inaund ofnhuit. '-mo «»h«- cm jnodme that mutlt at Uoiut by 
tronsfeuinc nrorlnotivi rc-mm > from 1 »tton to who'it. h.v< n if 
triulo starts it will come to an uul after <om« time ns explained 
< arlier. 

(mi) Comptra’if'' ihff'ftn-i »« in co‘‘f, Wh*>n the comparative 
advantage i<= different trade will art**'. 

Tims : 

, i Marginal cost of producing win at if Its. 7 a md. 

In connin' Aj ^ t> cotton is Its. 14 a md, 

tA Marginal cost of producing win it if IN. 5 a md. 

In country Bj ^ ^ _ cotton is Its. 7 n md. 

In tin* case count r\ Hem produce both v.ii'tt and cotton 
elu iper than t ountry A. Rut tht comjnrnt'nc advantage is higher 
in the production of cotton than m that of nbt.it. On the other 
hand A has n lompurntixr do- idv inUnp in tin production of both 
tlie commodities but tin di- olva.it >gi i* iuair for tvlieil thnn for 
cotton. 

Tims in : r " 1 ratio. 

Country A : 1 md. of nheat — I md. of cotton 1 : 2 

„ B : ] md of \\licat= f / T or '71 md. of cotton 1 : 1 i j- 

It Mill therefore pay < ountry R to eptualRe m the production of 
cotton and A in wheat 

What will Ik On t< i m c of trnir 1 B Mill gain ns long 
hr she can get a imund of uli< at by parting Mith less than 
‘71 nul of cotton \ Mill gam us long a*- she uingit more 
than MO inaund of < otton hv p irting with .a maund oT win at. The 
rate of exchange Mill in lntnun 

1 md of wheat — ‘.”0 md. of cotton, 

1 md. of ulunt— 71 md. of cotton 

The actual rate will dojxnd upon the relative elasticities of 
demand'of each party for the goods of the other. 

If the demand of A for cotton is more elastic than the demand 
of B for wheat, the rate of exchange Mill he more fax’ourable to A. 
This is so because A will he less anxious for cotton than B is for 
wheat. On the other hand in the opposite ense the rate of exchange 
will be more favourable to B. 

When the rate of exchange is favourable to A it is nearer the 
1 md. of wheat=-7l md. cotton limit. When the rate is favourable 
to B it is nearer the ! md. of wheat = o 0 md. of cotton limit. 

The margin of gain in this example is qnite narrow. In actual 
practice trade will arise if the maigin is fairlv Mode to counter- 
balance any inconvenienc es involved in such a trade. 

Such is the theory of eempantive cists Then where do -s 
exactly the difference hr in i ts application to foreign trade ? - 
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Wc hare said in the beginning that all trade arises because of 
differences in costs. In the cose of the same country there is a 
tendency for differences in comparative costs to disappear on account 
of the comparative ease with which factors of production move from 
employments with lower rewards to employments with higher 
rewards. Commodities thus tend to exchange within the same., 
country according to their respective marginal costs of production. 
This adjustment does not take place between countries due to 
obstructions in the mobility of factors of production. Tims arise 
permanent differences in comparative costs which make internationaf 
trade profitable as explained above. But such differences in com- 
parative costs may arise between different regions of the same 
country' due to the lack of mobility of factors of production between 
those regions, Tims “non-competing groups’' may exist within the 
same country. In that case the theory of comparative costs will 
apply to home trade as well. It is duc> to this that modern 
economists deny that international trade requires a special theory 
to oxplain its emergence and operation. But since differences in 
comparative co3ts are more characteristic of different countries than 
of the regions in the same country, special notice is taken of this 
theory while discussing trade between nations. 

We may sum up the theory of comparative cost in general 
termB. An individual is able to perform many tasks but he does 
not do all. Ho selects that work which pays him most. A doctor . / 
can also do the dispensing but he does not do it ; a lawyer, can 
perhaps type, but he does not do it ; a professor can teach his 
son but he docs not do it. A11 those people find it to thoir 
advantage, and it is also to the advantage of the community, that 
inferior work should be left to inferior person. In that case time 
and energy will bo more profitably employed. 

The same principle works in international trade. Considering 
climatic, conditions, distribution of mineral and other* ‘natural 
•resources, geographical ~j)(Httion~ and 1 physical configuration every / 
cojmtry_sceai3 to bo better suited for the production of certain 
articles rather tban Tor others. It will bo to the advantage of each 
'country, os well as to the advantage of world as a whole, that each 
country specialises in the production of those commodities for which 
it has greater relative advantage. In that ease productive resources 
of that country will be more remuneratively employed. 

It is generally seen that the commodities are produced where 
the cost of production is the least. Bub this fact in itself docs not 
lie at the basis of international trade. Rather the principlo of 
comparative cost implies that a country may specialise in the pro- 
duction of certain commodities and import those articles which it 
can produce at a'lowor cost. England imports dairy products from 
• Denmark although their cost of production in England is less. The 
reason is that England is able to get much better return from 
labour and capital invested in other directions, say machinery, and 
the I0S3 from the purchase of cheese tuid butter is more than 
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made up. ‘The theory of comparative costs as applied to interna- 
tional trade is therefore that each country tends to produce not 
necessarily what it can produce more cheaply than another country, 
but thoic articles which it can produce at the greatest relative advan- 
tage i.e., at tie lowest comparative cost.' 

Like other economic laws the principle of comparative cost also 
is a mere statement, of a tendency. In actual practice the operation 
of the theory is hindered by frictional influences such as differences 
of .anguace* custom, religion and above the unwillingness of labour 
and capital to be guided by purely economic considerations. They 
arc also influenced by political motives, commercial practices and 
general security. 

8. Why Competition in International Trade 1 According to 
the theory of comparative costs each country ought to specialise in 
the production of such commodities in which it has got greatest 
relative advantage. Each country will have its own separate sphere 
of productive activity. Such specialisation should lead to co-opera- 
tion rather than competition, each country’ supplying its specialities 
to the other. But we find that there is often cut-throat competition 
in the intern u tional field leading often to bitter international rivalries, 
and then wars. It was Japan’s industrial and commercial superiority 
that made England and America hostile to her. What then- is the 
explanation ? 

In the first place, as we have already said above that the princi- 
ple of comparative costs is a mere statement of a tendency whose 
operation is thwarted by frictional influences. This theory is based 
on the assumption of free trade which does not exist' -> Economic 
nationalism has led to the adoption of various devices like import 
duties, quota system, exchange control, etc., which hinder free inter- 
change of commodities. Specialisation is, therefore, far' from complete 
and some competition is natural. 

Secondly, comparative advantage is not an established. Tact., 
recognised and re'spected . by all countries. We seldom attain a 
position of equilibrium or stability at which we .might say that 
each country has established unquestioned superiority in production 
of certain commodities. The fact is that each country is constantly 
striving to attain a position of superiority : each country is trying 
to discover where its comparative advantage lies. Hence some 
commodities are simultaneously produced in different countries and 
competition is the result. 

Thirdly, competitionis more apparent than real. Competition 
is rendered unequal by the operation of such'factors as tariff barriers, 
transport costs and Swadeshi sentiments. In the absence of these 
factors there would have been no competition. 

Finally, the danger of diminishing returns stop further nrodactionu. 
of a commodity in a-country and it haspartlv tb ^imported. There 
will naturally be some competition. If the industry Hidbeen subject 
to lav? of increasing returns the sphere of comparative costs would 
nave become .wider. - _ i 
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9. The Gain From International Trade. The gain from all 
trade, including international trade, arises on account of the advan- 
tages of division of labour. Division of labour among different 
countries arises on account of differences in comparative costs in 
addition to differences in absolute costs of production. When cost 
differences are equal no net advantage accrues. We may • take the 
examples discussed in the previous section to show hovr this gaiuc 
emerges under (*) and (m) and does not come about under (»). 

(i) Absolute differences in costs. In .country A (as is clear from 
the cost ratios) a unit of productive resources produces either 1 md. of 
wheat our 4 maund of cotton. In country B a unit of productive 
resources produces either !l md. of wheat or 2 mds. of cotton. If 
each of these countries invest two units of productive power, 
without specialisation total production will be 

In A=1 md. of wheat 44 md. of cotton. 

In B=I md. of wheat 42 mds. of cotton. 

A4B=2 mds. of wheat 424 mds. of cotton. 

If A produces wheat only and B cotton only the investment of 
the same productive resources will give ; 

A =2 mds. of wheat, 

B=4 mds. of cotton, 

A4B=2 mds. of wheat 4 4 mds. of cotton. 

Thus by specialisation the same productive resources can be made 
to yield a surplus of U mds. of cotton. This is the gain from trade. 

\ii) Equal differences in costs. In the second case total produc- 
tion without specialisation and with specialization is the same. 
Without specialization - — 

A=I md. of wheat 4 1 md. of cotton, 

53—1 md. of wheat 44 md. of cotton. 

A4B=2 mds. of wheat41 md, of cotton. 

With specialization. A producing wheat only and B cotton only : 

A=2 mds. of wheat. 

B— 1 mdl of cotton, 

A4B='2 mds. of wheat4I md. of cotton. 

(Hi) Comparative differences in costs. In the third case a surplus 
arises with specialization. 

Without specialisation ; 

A~I md, of wheat 4 ‘30 md. of cotton. 

B— 1 md. of wbeat4‘71 md. of cottoh. 


A4B=2mds. of wheat41’21 mds. of cotton. 
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im specialization. A producing wheat and B producing cotton 
only : — 

A =2 mds. of wheat. 

B=1'42 mds. of cotton. 

A-}-B=2 reds, of wheat-f-1‘42 mds. of cotton. 
stirp!us=*21 mds. of cotton. 

This is the gain from trade. , 

10- Factors Determining the Size of the Gain. It will be 
clear from the above analysis that the total gam from international 
trade depends upon the differences in the cost ratios in the two 
countries. The larger the range between the comparative costs the 
greater the total gain. In the words of Harrod : 

“A country gains by foreign trade if and when the traders find 
that there exists abroad a ratio of prices very different from that to 
which they are accustomed at home. They buy what to them seems 
cheap and sell what to them seems dear. The bigger the gap be- 
tween what to them seems low points and high points, and more im- 
portant the articles affected, the greater will the gain from trade 
be .” 1 

As regards the share of this gain accuring to the parties this 
will depend also upon the terms of trade, i.e., the ratio in which 
wheat exchanges for cotton in our example for instance. This ratio 
as we have explained depends upon the elasticities of the demand of 
one country for the goods of the other or the intensity .of 
reciprocal demands. "Whoever is more keen to purchase or sell will 
be the loser in the bargain. 

The gain from international trade will be shared through the 
level of rnoner incomes in the countries concerned. These levels 
also will indicate which country is getting a better bargain. A 
country will have a high level of money incomes if its goods are in 
constant demand in the outside world. Greater foreign demand will 
tend to raise wages in export industries. The prosperity of such 
industries will affect favourably the wages in other industries too. 
Competition will compel these other industries to bring their wages 
to the level of export industries. Failing this labour will tend to move 
to industries offering higher wages. Thus all incomes will tend to 
rise. Though domestic money incomes will thus rise, the prices of 
foreign goods will be low and people will gain as consumers of 
foreign goods Conversely a country whose demand for foreign goods 
is high will tend to have low money incomes but will have 'to pay 
higher prices for foreign products. 

11. The Real Nature of Comparative Costs. While dealing 
with value we had occasion to explain what is regarded as the real 
nature of costs by modern Economics. All costs are transfer or 
alternative or opportunity costs, except in the ease of those factors 
which are s pecific to one particular use, i.e., cannot be put to any 

1 . Harrod : Intematioijnl Economics : p. 34. , 
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alternative use. Comparative costs can also be explained in "similar 
terms. 

While explaining the theory of comparative costs we referred 
to money costs of production. But ultimately speaking money costs 
merely reflect the exchange relations between goods that lie behind 
them. What are then the real costs. For Ricardo real costs were 
labour costs But ho only took account of one particular factor 
of production, namely homogeneous labour. Cost of production con- 
sists of several factors which are of different kinds and grades. Some 
of these factors are specific ( i.e can be put only to a single use) 
others have alternative uses. All these must be taken into account 
if a satisfactory theory is to be evolved. 

Costs that determine exchange relations are essentially oppor- 
[ tunity or relative costs. These costs arise because resources in a 
country are scarce in relation to tho demand for ( them. If the resources 
are used for one purpose they have to be withdrawn from another 
purpose or alternative uso. If for instance certain resources are 
used for the production of wheat they cannot bo used also for the 
production of cotton assuming the latter to be -the alternative use. 
Now suppose that in a certain country to obtain a maund of wheat 
resources have to bo withdrawn from tho production of cotton so 
that 11 maunds of cotton is to be sacrificed. In that country, there- 
fore, 1 maund of wheat costs 14 maund of cotton. Tho ratio 1 : 14 
is the ratio of costs between tho two commodities. We can term 
this as comparative ebst ratio or opportunity cost ratio or substitu- 
tion cost ratio because this indicates the rate of substitution of one 
commodity for another. 

These substitution ratios are likely to differ from one country to 
another. This is because different factors of production are found in 
different degrees of scarcity in different countries. If factors could 
move freely from one country to another these degrees of scarcity 
would have tended to equalise. But since, due to the reasons already 
noted, factors are not so mobile between countries these differences 
remain and hence create more or less permanent difference in compa- 
rative cost ratios. Thus international trade is made possible. Thus 
if country A in our example has to sacrifice one maund of wheat in 
order to produce 14 maunds of cotton and if it can acquire more 
than 1| maunds of cotton from country B where the substitution 
ratio is different by offering a maund of yheat, it will be profitable 
for A to produce wheat only and get cotton by exchange. Similar 
reasoning will apply to country B. ' . * 

It should be noted that substitution ratios need not necessarily 
remain constant in any one country. They may change on " account 
of the operation of the laws of increasing or diminishing returns as 
the output changes. , 

The argument that we have developed in relation to "two 
commodities and two countries can be extended without contradic- 
ting the essential principle to embrace more than twb commodities 
and countries. ' ' 1 *' ’ 
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12. Advantages of Foreign Trade. We may now refer in a 
genera! way to the various advantages that accrue to countries 
engaged in foreign trade. , 

(f) In the first placo is the great advantage we have already 
considered above. This springs from the principle of division of 
labour as applied between the various countries. Foreign trade 
enables countries to specialise in the production of those goods'* for 
which they are best fitted or in the production of whiebutbey 
enjoy the greatest advantage. This leads to the prodution of goods 
i under the most favourable conditions and thus increases the total 
, wealth and welfare of the world. 


p (*"*) From the point of view of the consumers foreign „trade„en* 
ables them not only to enjoy the products of foreign countries_ which 
their own country could never produce, but also to get their reguire* 
merits from the cheapest markets of the world. The very fact that 
goods are imported from abroad shows that their price is cheaper 
than of a similar homo product, 

. (*"*"*) Daring times of famines and scarcity foreign trade_.cn-_ 
ables the people of a country to maintain their life and health 
irongn importation of food from abroad. In the absence of 
frwmta t - ra n SUC ^ .Amines would mean death of millions as happened 
m Bengal when Burma rice could not come due to war 
conditions. 


^ ^ I ear °I foreign competition keeps the producers at 
n ™ date m ,. the ' r meth ' ods of production: ' Moreover", it tends 
to prevent monopolies and promotes' competition generally. "This 
i^eeps prices comparatively low for the consumers. 

nan ™ ~ n ^ r f do countries which lack essential raw materials 

dovclnnmonf "■ tbr o'Jgh imports. This encourages industrial 
well cm, inn J a m wbl ? b tbe countries concerned are othewise 
the best adTOntage 0 . re0Ver ' " l6 ~ dS to ^ utilizal i on of rawmaterialsjto 

however Trade. The above advantages, 

, counterbalanced to some extent by disadvantages. 

tial material^n^m’ ^ or °’S ntrade may lead to exhaustion of essen- 
For instance ' 1 ° f * C0Uatr J* which cannot be replaced, 

nese m a l l 7 of . the lm P°rtant minerals of India like manga- 
been exported from the country more or less 

If they wSe cLnse^ P( l I t n b d,a VCTy little benefit out of them. 

India became industrialised fut^date?®^ retani8 Whe “ 

petition an^ve 0 n^dumDinv S (?f° S f S ^° me JI ? d ustries to outside, com- 
Indian handicrafts durina-^the e ° ods ‘ The" decay of the 

balance oTo“nomTfnd BeY10nsl ? disturbed tba 
ed after the co n X £ a s ™ ° Q land ' This ba PP*n- 



499 



,ite 1 

tta»« **-' geVeet BeJeteoce 

lBr ^Intet^U°«^ Tr ^; al -Trade. 

$ & ° 0 -' 
J)3 ri}^ ttTam ^ - 

W .. ntlB i Trade. 

«•«■* 

gst--— "" 



LB .4 PIER XXXIX 

free trade versus protection 

-a .s.sajt ”,k r“ 7 ™- 

asrssri oth r s 

to move freely into and out of Should the goods be allowed 

tions be placed on £ Zl—J Tr^ 7 ° r shou!d certain Metric 
what circumstances and in what If f restrictlons are placed, under 
Moreover, we shall see how ^ms are they justified ? 
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find it for their interest to employ their industry in a way in 'which 
they have some advantage over their neighb ours.” And, he 
adds, “what is prudence in the oonduot of every private family can 
Bcarce bo folly in that of a great kingdom.” In short the free 
trade^heory is that such a polioy enables every country to devote 
itself to those forms of production for which it is best suited on the 
basis of comparative advantage. 

3 . England the Champion of Free Trade. The free-trade- 
versus-protection controversy emerged in • England early in the 

■ 19th century after the end of Napoleonio Wars. The free trade 
argument met with success due to several circumstances of the times. 
Among these were : (i) Industrial Revolution oame first in England 
and gave English industry a start over other countries. The new 
industrial class wanted oheap raw materials, wage earners cheap 
food and manufactured produots cheap markets, (it) -The Reform 
Act of 1832 gave the new commercial and industrial classos political 
power. 

Various measures’ were thus passed for the removal of restric- 
tions on trade An Anti-Oorn-Law League was formed at Man- 
chester in 1838-39 under the leadership of Richard Oobclen and 
John Bright. The Irish Potato Famine helped the League and Corn 
Laws, whioh restricted tho importation of .food grains into England, 
were repealed and the reforms of tariff in 1853, and 1860 removed 
protection from the British fiscal system. 

England imposed her free trade doctrine in India too with 
serious consequences on the latter’s handicrafts, whioh fell victim 
to' the competition of cheap machine-made goods from Great Britain. 
For short periods free trade propaganda was popular in France 
and Germany but soon reaction appeared. 

England was a free trader because it suited her interests. Other 
countries that entered the industrial field after England could not 
flourish on the free trade philosophy. Reaction in favour of pro- 
tection came first from theU. S. A,, later from Germany and subse- 
quently from other countries. India adopted a policy of di- 
scriminating protection from 1924. Even England in the face of 
newly developed rivals had seriously to modify her free trade 
position during the last world depression, 

4 . The Rise of Protectionism. The term protection is used 
to denote a pplioy of encouraging the native industries by the .use 
of bounties or by tho imposition of high customs duties on foreign 
products. The objeot is to build up great ’ national industries 
even by sacrificing utilities on the part ' of existing consumers. 
Politioai considerations are mixed up with economic ones in the 
protectionist theory and practice. “The need' for maintaining 
economic independence, the danger of ‘invasion’ of foreign goods and 
‘tribute’ paid to foreign producers from whom goods are purchased 
— suoh are well known proteotiontet pleas whioh show by their 
form that they have originated in a time of international confl ict.”* 

— jfjj Peigrnvo : op.'oit. 2 iff, . ' " 
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Bufc a still deeper and wider element is the sentiment of na- 
tionality. “To the loyal citizen the promotion of native industry 
and economic interest seem a duty nearly as imperative as the 
defence of the national territory against invasion.” The most 
powerful arguments in favour of protection are thus political and 
not economic. “The advantages of diversified industry, of kdSband- 
ing national resourcess, or of maintaining certain industries that 
would disappear under free trade are not believed to be mainly 
economic/’ 1 

Probably the earliest statement of the protectionist theory in 
its modern form is contained in the famous Report on Manufactures 
(1791) of the American stateman Alexander Hamilton. In it he 
strongly recommended encouragement of home industries for greater 
variety of employment, greater enterprise and in the interests of 
defence and security of the nation. He laid down tests for determin- 
ing what industries should be assisted: (i) existence of necessary ray 
materials, («) extent of possibility of substituting machinery for 
labour, (tit) practicability of the policy, (ii>) existence of markets at 
home, and (v) importance for defence. Thus he developed the 
famous Infant industries argument. 

Protectionism appeared in the U. S, A. early in the 19th century 
for various reasons. Revolutionary and Napoleonic wars caused in- 
terference in commerce with England which was the main source of 
manufactures. Again commercial relations were suspended during 
the war of 1812-15 This gave American industries opportunity to 
establish themselves, especially in the north-eastern part of the 
country. Some of them suffered from British competition when 
trade was resumed. It was because of this that protectionist argu- 
ments appealed to the people of America after 1815. In the State 
of Pennsylvania a leading school of protectionists arose under 
the leadership of Henry Carey. Carev supported protection among 
others on the ground that it leads to diversifiction of employment 
while specialization under free trade compels the whole population to 
employ themselves in scratching the earth, in the carriage of 
merchandise or in the work of exchange ” 2 He also advanced the 
argument that the export of agricultural commodities led to the 
exhaustion of the soil. S.N. Patten (1852-1922), another American 
Economist, used similar arguments in favour of protection. 

In Germany, Frederick. Li-t upheld protectionism pn similar 
grounds. Protectionism in Germany was the child of the nationalist 
philosophy of that country. German national philosophy originated 
quite early. _ In 1800 Fichto had developed the idea of a self- 
sufficient nation. Hegel stressed the political end of the State in 
contrast to the individual’s interest. List was the logical result 
of this philosophy. List stressed not the wealth of the individual 
hut the good of the State. He criticised Adam Smith on the 
ground that he was too cosmopolitan materialist, and individualistic, 
aud that he ignored the nation, which was the vital link between 
themd mdual and humanity. List fur ther argued that what was 

1. Ibid. " — — — - — — — 

2. Carey : Principles of Social Science. Vol. n, p, 242. 
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good for England was not necessarily good for other countries, 
because of the different stages of their development. He stressed 
the necessity of diversification of industry. “A nation -which 
only carries on agriculture,” he -wrote, "is an individual who in his 
material production lacks an arm.” 1 

These ideas passed from the U. S. A. and Germany to other in* 
dustrially backward countries and contain the main arguments in 
favour of protection. These now may be stated. 

5- ^Arguments for Protection. The main arguments that are 
usually advanced in favour of protection are discussed below: — 

(i) The Infant Industry Argument : J. S. Mill in England accept- 
ed only one argument in favour of protection, i.e., the infant industry 
argument. In Mill’s words it ran thus : “A protecting duty con- 
tinued for a reasonable time, might sometimes be the least in- 
convenient mode in which a nation can tax itself for the support of 
such an experiment (introducing new industries). But it is es- 
sential that protection should be confined to cases in which there is 
good ground of assurance that the industry which it foBfeers will after 
a time .be able to dispense with it.” 2 

This argument is accepted by most economists. The argument 
is that if an industry is given a fair period ;to develop unhindered 
by foreign competition, it will reach maturity and will then enjoy 
the various economies of scale, until it will be able to stand on its 
own legs without protection. 

This argument specially applies to countries that enter the in- 
dustrial field at a iater stage. They possess potential advatages which 
may not become effective unless foreign competition is excluded 
for a period of time. 

The argument, however, has not been universally accepted . It 
is mainly attacked on two grounds : (a) that once an infant always an 
infant. Once protection is given vested interests are created and 
it becomes almost impossible to withdraw it, (6) that all sorts of 
industries begin to claim protection once this basis is admitted. 
The result is palitical corruption. 

In spite of these weaknesses the argument has been .widely 
accepted and many countries have industrialised themselves through 
protection given on the basis of this argument, e.g., the U. S. A. and 
several British Dominions including India. 

The advocates of free trade say that free trade is the ideal and 
and protection at best is only a temporary expedient. 

pi) Diversification of Industry Argument. This argument was 
advanced among other writers by Frederich List in Germany. Accord 
ing to it a nation should have a variety of sources of production and 
employment. It is necessary for keeping a balanced economy. De 
pending on one industry or a few industries is dangerous, both politi* 

(1) SVpist : The XattoaaL S/stona of Political Economy., p. ISO 

(2) J. S. Mill; Prmoipl stu Political Economy, Bk. V, Chap. 10, Bee l 
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catty and economically, politically it means too muoh dependence 
on foreign trade which may be cut off during a war.' Economically, 
a' country depending on a few industries is exposed to the danger of 
serious economic dislocation in case some adverse eiroumstances 
affect such an industry. For countries purely depending on agricul- 
ture diversification is very essential. Agriculture gives comparatively 
lower incomes and also keeps a country weaker in defence. More- 
over, agricultural countries L ave much less chances of cultural and 
social advancement due to the nature of this particular way of earn- 
ing a living. The argument applies to India with great force. • . 

But it must be recognised that this argument cuts at the root 
of the principle of comparative cost according to which each country 
must specialise in the production of certain articles. According to 
this argument we advocate production of even those articles in which 
the country may not have comparative advantage. 

(iti) The Employment Argument. It is argued that industrial 
development through protection increases employment in a country. 
Conversely, if protection is not given to old established industries 
foreign competition may ruin them and create unemployment in the 
country. The decay of the Indian handicrafts during the 19th 
century as a result of foreign competition, and the resultant unem- 
ployment and distress among the ariteans is a case in point. Free 
traders meet this argument by saying that protection does not in- 
crease total employment, it merely transfers employment to the 
protected industries at the expense of old Industrie?. Conversely, if 
through foreign competition old industries have to disappear toe 
people set free can move to export industries for whidh the country 
concerned possesses greater comparative advantage or to migrate to 
other lands. This reasoning, however, assumes that labour and 
capital can easily move from industry to : industry or country to 
country. In actual fact due to economic friction this happens very 
slowly. It also assumes that the productive resources of the 
country are already full employed, whereas in a country like India, 
there is a chronic under-employment of suoh resources. 

\/ (tv) Conservation of National Resources. Carey and Patton, had 
argued that free trade resulted in the export of agricultural commo- 
dities from America and thus led to the exhaustion of the soil, 
Jevons in England applied the same argument against the export of 
coal which exhausted coal fields. The same argument has also been 
applied in the Union of South Africa regarding gold mining and in 
India regarding export of manganese and mica. . ' 


, ar SbmeTit has force because if a country exports its ex- 

haustible materials in the raw state it not only loses the profits of 
manufacture hut may be seriously handicapped when the materials 
have^heen altogether exhausted. 

-Argument. Adam Smith remarked that 
' ® h onulence. It i= said that it is essential ' io 
mU a WprKry mutatdy strong and itfvitleible eren though fc m‘av 
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not bo economically prosperous. Hitler preached to the Gorman 
nation ‘guns are better than butter.’ According to this argument a 
country must actively encourage the development of those industries 
which are 'essential Irom the point of view of defence, even though 
it may result in uneconomic distribution of the national resources. 

The advocates of free trade point out that this is politics and 
not economics. On purely economio grounds, they saj , free trade is 
the btet. 

-(vi) The ‘Revenue* Argument. Protection is also advocated iur 
revenue purposes. When protective import duties are imposed, 
they certainly bring revenue. Customs duties in India have been 
fairly productive. 

But it may be pointed out that there is' a certain degree of 
antagonism between the revenues and protection. If you give full 
protection, then you will not get any revenue, because fuil protection 
will mean that our goods have driven oat foreign goods. When 
foreign goods do not oomo in, there will be no revenue from import 
"duty. On the other hand, if you want revenue, then foreign goods 
must come in and compete with our goods, _ and our 
'industries then do not get any protection. This antagonism* however, 
arises between maximum protecl ion and maximum revenue. But if 
the duties are moderate then they will yield revenue besides giving 
some protection. It is, however, much better to advocate protection 
for tlrp sake of protecting industries rather than for raising revenues. 

v f vii) ‘Key Industry’ Argument. If industrial structure of the 
country is to be stable and sound, it must develop ‘key’ or basic 
industries, otherwise the foundation of industries will have been laid 
on sand. The country may not have any comparative advantage 
on such industries, but as they have to be developed, protection must 
bo granted to them. 

(viii) ‘Patriotism' Argument. Protection is advooat-ed on 
patriotic grounds. It is the duty of every oitizen to use the home- 
made goods as far as possiblo. We must, therefore, develop our 
industries, through protection if necessary, so that home-made goods 
in the right quantity and quality are made available for use, There * 
was a widespread swadesht sentiment in India in the first, deoade 
of the present century and it hit hard foreign goods, especially the 
British goods, as swadeshi was being advocated as a weapon to win 
freedom. 

'■'$*) 'Self- Sufficiency’ Argument. Another argument in favour of 
protection is that we should become self- sufficient and may not have 
to depend on other countries for our necessaries. Such a depen- 
dence proves very dangerous during war when foreign trade is cut 
' off. This argument has a peculiar force at present, because war 
clouds are constantly threatening overhead 

Protection also becomes necessary against unfair competition 
fefctfcted sklent fr dm •dspr'stjfe^sd , bWrf&es. 

eh. •* . ' - 
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6. Arguments Against Protection. Lot us now look at tbe other, 
side and seo what can bo said against the policy of protection. 

(t) Vested intorosts are erected. Once certain industries are 
given protection, then they claim it ns a matter of right and it 
becomes very difficult to take away protection. The ‘infants’ begin 
kicking if you touch their interests in any manner. 

1 / (it) Protection produces lethargy and acts like an opiate. 
Foreign competition having been removed, it sends the 
home manufacturers to sleep. They do not try to improve, npd 
technical progress comes to a standstill. 

' (Hi) Then there is the danger of corruption. The industrialists 
bribe legislators so that protection is not taken away. This evil was 
rampant in America at one time. 

'-/{iv) Protection creates monopolies. TarilF is said to be the 
mother of trusts. When foreign competition haB been removed, thi 
home manufacturers are tempted to combine to reap monopoly 
profits. 

V/ (v) Consumers and unprotected industries suffer. This is so 
becausp imposition of import duties, invariably leads to the rising of 
prices. 

\/ (vi) The distribution of wealth becomes moro unequal. Tiio 
bystom of protection favours the rich capitalists who grow rich still 
and the gulf between ‘haves’ and ‘have-nots’ is widened still farther. 

(vii) Protection loads to conflict, friction and retaliation in the 
international dealings. It thus bieeds the germs of future wars.' 

i/ (viii) The most important argument against protection oa 
economic grounds, is this that it hampers the international division 
of labour so that labour, capital and other factors of production are 
not diverted to the most remunerative channels. Their distribution 
is not governed by natural economic forces but they are artificially 
forced to follow certains lines. The result is that they do not make 
their utmost contribution in the world production of commodities. 
The world output is lower than it can be so that the standard of 
living is necessarily lowered. A natural movement towards world 
prosperity is hindered. 

To this argument it may be replied that so long as world citizen- 
ship does not come into existence, the economically backward 
countries must safeguard their interests against tbe cut-throat 
competition from the economically powerful countries. On the 
whole, therefore, we come to the conclusion that in theory free trade 
may be the best, but in practice protection is in some oases essential, 
especially in the case of economically undeveloped countries like 
India. ^ 

7. Discriminating Protection, yin India a special variety of 
protection was introduced in pursuance of the recommendations s>i 
the Indian Fiscal Commission (1221-22). The late L. Harkishm Lai, 
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the greatest business brain and industrial magnato that the Punjab 
has produced, presented to tho Commission a precept, “Proteot the 
infant, feed th o ch ild and fre e th e adu lt.” The Commission "recoin- 
mendefftlie poiioy of Discriminating Protection. Industries were not 
to be granted protection indiscriminately but only those industries 
were to be protected which, after full inquiry and due deliberation, 
were found to satisfy the following main conditions : — 

(t) The industry must enjoy natural advantages in raw materials, 
labour and the home market, 

(ii) The, industry must ho such that it cannot develop, or 
develop so rapidly as is desired, without protection. 

(tii) That the industry can eventually stand on its own legs and 
face world competition. 

This is the" triple formula that an industry seeking protection 
must satisfy before it could claim protection. This formula has been 
very severely critioised by Indian economists. 1 It is said to be half- 
hearted, halting, dilatory, mutuully contradictory and too rigid. Few 
industries in any country can satisfy the first condition. In other 
countries, they rely on foreign sources for the supply of raw materials 
and foreign markets for the disposal of their produots. Why should 
India bo tied down to the home market and the home materials ? 
To say that supply of suitable labour should be available for develop- 
ing industry is to place the cart before the horse. There must be 
industries first in existence before trained labour Bupply can be made 
available. Further, if the first condition is satisfied the Beoond be- 
comes superfluous. The third condition is a matter of mere personal 
opinion. Also, the formula does not provide for embryo industries. 

There is no doubt that India has been able to save several indus- 
tries from ruin and bring them ,1o a stage of maturity by means 
of this poiioy of protection. But if the formula had been less rigid 
or if it had been more sympathetically interpreted then our indus- 
trial progress would have been accelerated. Industrialisation in 
India is still of a primitive type in spite of protection extending over 
a quarter of a century. 

8. Recent Tendencies Towards Economic Nationalism. Dur- 
ing the two vdeoades following World War I protection took a 
new complexion. Economic 'Nationalism or Economic Self-suffioienoy 
became the craze. The motive ultimately was partly political and 
partly economic. 

Locke and Adam Smith had based their philosophies on indivi- 
dualism Hegel and his follower? gave importance to the Slate, In 
England Bentham and other ^Utilitarians alsoaceepted the possibility 
of wide State action to promote the greatest happiness of the great- 
est number. As time passed on collectivist tendencies grew more 
and more both as a reaction against the abuses of individualism and 
as a logio&l result of the growing complexities of eoonoraie life. In 
addition the State bcoame more and more an organ of intense 

1 Soo B. P, Atfarknr— Indian Fiscal Poiioy. ' ~ ’ 
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(l) Legislative Prohibition. Sometimes import or export of 
certain commodities are prohibited by law or allowed only under 
defined conditions. Fur instance, there are "sanitary regulations/’ 
The United States once excluded neet from a certain region in 
Argentina where foot and mouth disease attacked cattle. Later the 
embargo was extended to the whole of Argentina. Sometimes 
countries indirectly curtail imports by refusing to export certain 
materials until they have been processed at home. "Rumania did 
not let her oil go out except on the condition that it be first refined 
at home, while Hungary will not admit Rumanian oil except on the 
condition tint it be refined after it is received.” 1 

(!) Exchange Control. Exchange control implies government 
interference with the buying and selling of foreign exchange. In 
this way foreign trade is curtailed and driven into new channels. 
Government may "allot” exchange or ration it out so that importers 
can buy onlv a limited amount of goods in foreign countries, Ur they 
may "block" exchange. For instance an American exporting goods 
to Germany may be required to use the marks exchange thus 
obtained in purchasing goods in Germany. Another way is known 
as exchange "clearing.” Thus a German buying goods worth §1,000 
from America may be required to deposit this amount in a German 
bank, while a German selling goods worth §1,000 to an American 
may draw on this bank for payment. In this way an attempt is 
made to carry on foreiga trade without the use of foreign exohango. 

(3) Customs Duties. This is an old method nnd consists in 
imposing import or export duties on goods coming into or going out 
of the country, respectively. Import duties are more common than 
export duties. A duty is said to bo specific when it is imposed 
according to a standard of weight or measurement, e.y., one anna per 
yard of cloth or two rupees per maund of wheat, etc. The duty is 
called ad valorem when it is imposed according to value, e.p., 10 per 
cent on motor cars or radio sets, etc. 

Customs duties or tariffs may have either revenue or protection 
as their purpose. To protect cotton industry an export duty on raw 
cotton mar be imposed to cheapen it for the manufacturer or an 
import duty ou cotton manufacturers may be levied. The latter is 
the usual method. The revenue and protection purposes are in a 
sense in confiiot. A high protective duty by seriously curtailing 
imports may act adversely to revenue. A low duty may give 
revenue but may be useless for purposes of protection. A moderate- 
ly high duty may bring reveuue and may also have protective 
effect. 

(4) Preferential Treatment. Sometimes discrimination i3 observed 
in the rate of duties with regard to different countries. For instance, 
India gave preferential treatment to certain British goods under the 
Ottawa Agreement of 1932, India also received preferential treat- 
ment in the British market against non-Empire goods. Suoh 


1. ii. W. Knight ; Economic Principles in Practice, p. 344, 
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(7) Import Monopolies. The government, may make the impor- 
tation of goods a State monopoly, as Russia does, and thus reduce 
imports or discriminate. ■' .• 

These barriers were extensively used during the inter-war period 
in the pursuit of eeonoihic nationalism by many .countries of the 
world especially during the Great Depression. • ' ' 
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CHAPTER XL 
BALANCE OF PAYMENTS 

1. Introduction. In the lari two chapters we were mainly con- 
cerned with the reasons whv nations find it worth while to carry on 
trade with each other ; further why and under what conditions they 
prefer to restrict such tcade. One of the motives for restriction of 
imports is to balance pavments. If a country for one reason 
or another cannot pay for the imports by exporting goods (or 
services) she must reduce her imports, for the simple reason that 
international trade, ultimately speaking, is nothing else but bartering 
of goods and services for goods and services. In this chapter we 
shall study lion disequilibrium arises in the balance of paymonts and 
in what manner such a situation is met by countries. We' must, how- 
ever distinguish between “balance of paymonts” and “balance of 
trade.” 

2 Balance of Trade and Balance of Payments. Whether in- 
ternational trade is free or restricted, it being a form of barter, it 
must affect, in tho long run, imports and exports of goods and ser- 
vices to the same degree. No country can restrict imports without 
at the same time restricting exports in tho widest sense of the term. 
Accounts must balance in the long ran of countries as of individuals, 
if they are to survive. ^ 

Distinction may be made between the invisible and visible items 
of imports or exports. When goods including treasure are imported 
or exported they are recorded at the ports in the trade accounts. 
They are called visible items of trade. Export and import of services 
are not thus recorded and are thus called invisible items. Balance of 
trade refeis to the value of imports and exports of commodities in- 
cluding treasure or visible items only. Balance of accounts or 
balance of payments refers to total debts or oredits whether due to 
visible or invisible items. Debts and oredits must balance in tho long 
ran. Imports and exports of merchandise and treasure need not 
balance and they seldom do. 

When imports are greater than exports (over a year) the balance 
of trade is said to be adverse, negative, passive or unfavourable 
to the country ; when exports are greater it is positive, active, or 
favourable. A favourable balance of trade, however, need not be 
to the advantage of a country. These terms come from the Mer- 
cantilist School of the 18th Century England, who regarded greater 
expoits than imports as favourable, beoau^e such a balance brought 
ir oro gold into the country. Wuat really matters is not the balanoe 
of trade but balance of payments or accounts. A eountrv must 
balanoe its accounts in the Ion r run. A persirientlv adverse balance 
l8wt ^croatr? fc heading towards bank- 
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A favourable balance of trade in the light of the above does not 
indicate that a country enjoys a favourable position in international 
transactions or that the country is prosperous. In fact the reverse is 
more likely. Great Britain, before the recent war, had normally an 
adverse balance of trade, while India had a favourable balance of 
trade. Great Britain was much more prosperous than India. India’s 
favourable balance merely indicated that India had to make more 
payments in goods to counteroalance the larger payments received 
in the form of various kinds of services from Great Britain. A 
favourable trade balance may merely reflect the debtor position of 
a country. It has nothing to do with wealth or poverty. What 
really matters is not the balance of trade but kinds of goods import- 
ed and exported. Indian exports have mainly consisted of raw 
materials and imports of manufactured goods. This indioatos her 
backwardness in economic development irrespective of any balance 
of trade. 

3. Items Entering Balance of Payments. How is the balanoe 
of payments of a country constituted ? Let us enumerate the vari- 
ous items that enter into it. 

(a) The ohief item is the international trade in commodities. 
A comparison of the value of imports and exports gives us the 
balance of trade as noted above. Tbe table below gives the main 
groups of artiol-'s imported into and exported (excluding re-exports) 
from India in 1944-45. 



Crores of rupees 



Imports. 

Exports. 

Balance . 

1. Food, Drinks and Tobaoco ... 18'8 

49-5 

+30-7 

2. Baw Materials 

... 117-2 

'45-3 

—71*9 

3. Manufactures 

... 62-4 

112 8 

+50*4 

4. Living Animals 

...1 

0-3 


5. Postal articles and Baggage >• 2 '5 

« . 

4-0*8 

not specified 

-J - 

3'0 

... 


Total ... 200-9 

211-0 

+10-1 

8ome recent figures relating to India are given below 

- 


Crores of Rupees. 




1942-43 

1943-44 

1044-45 

Imports 

... 110-4 

117-7 

200-9 

Exports (Foreign) 

7-0 

10-6 

16*7 

Exports (Indian) 

... 187-9 

199-0 

227-7 

Total Exports ... 

... 194-9 

210*0 

211-0 

Balanoe of Trade 

... -4-83*0 

+92-2 

4-28-7 


These figures do not include transactions on Government account 
which were kept a secret due to war. The term balance of trade 
refers to merchandise. But the visible balance of trade includes aloo 
transactions in treasure. Thus in 1938-39 Our total exports (in- 
cfadia^ teAsmports) Wete T&, 163 sifd total 'hxtpertg 
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crores giving a. positive balsuxco of Rs. i< crores on merchandise 
account. We also exported Rs. 12 croies on the net in treasure. 
This made oxr visible balance of trade come to Rs. 29 crores. Len 
years earlier (1929-30) this figure was Rs. 53 crores even after making 
a deduction of Rs. 26 crores on account of the net imports of 
treasure. Our favourable balance on merchandise account in that 
year was as high as Rs. 79 crores. But this was balanced in its turn 
by invisible import,. 

(4) This brings us to the payments for services, or invisible 
imports or exports, which is the second important item in the 
balance of payments. Such services may be of various kinds like 
‘ transport services, shipping freights, passenger fares, harbour 
and canal dues, postal, telephone and teleginph fees, ‘commercial 
services (fees and commissions), financial services (broker’s fees 
etc.) and services connected with the tourist traffic.'" 1 Care should 
be taken that none of these services is counted twice. Thus if an 
imported commodity is re-exported at an enhanced price, the iiffe- 
rence even due to services included in ‘invisible exports’ will be 
reflected in the price statistics of imports and exports. In such a 
case it should not he counted separately. 

The example of invisible imports may be found in the various 
payments that India bad to make to the United Kingdom on 
account of leave and further allowances, pensions and gratuities of 
all kinds of Englishmen engaged in Indian services, British military 
personnel in India, British shipping and insurance services rendered to 
Indians, espenditme of Indian tomists and students in Great 
Britain, etc. 

(a) The balanu, ot trade and balance of services is sometimes 
grouped togethei and contrasted with what is called the balance 
of credit. This may consist of interest bate ace on the one baud and 
capital balance on tile other. 

Interest balance mil include fixed interest on Government, 
municipal and private loans, variable profits and dividends, rents, 
etc. 

As regards the capital balance, distinction should be made be- 
tween long-term and short-term investments. Long-term capital 
exports include purchase of shares in foreigu undertakings, repurchase 
of home securities repayment of loaus contracted abroad. Short- 
term capital exports include any increase in the volume of bank 
balances held abroad, in the holdmg of foreign bills, etc. 

Before the War of 1939-45 India bad to pay large sums 
to Great Britain as interest on capital invested in Indian 
Railways and canals The position has been, reversed now. India 
is now the oreditor mid Great Britain the debtor. Sterling balances 
approaching Rs, 1,609 crores hare accumulated in favour of India 
m London. Our credit account has thus become positive. 

(d) Finally , them w another set of item? vhich is included in the 

1. Habwlcr — Theory of IntorrmUonal trade, p. 17. 



515 


balance op EAMWTR sa , ati 

, Suol> „roGovern»onttm»^ na| gifts of 

^ “riix; 

4 . 


^atic ^Snces ^bhomebyem^--. nti . 

money BOO 11 “ TC . j ,bc fctm , vhil « striking 

4 . Di««en« WoomnjBj items usU al J y ^0 et ntf aliv ays convey 
ih6teOT ' bos 

the satue meaning* rt ourrencj 


ftHiro w* j:-- 

sesame meaning. of fore ign currency. 

- n?£rs 

2“ «u thenmonnt 

balance of P ^ ht , is necessarily d 

the amount bo 0 8inuC b, to a nd from 

concept- doe. not to 1 ^ ^ payments, ffl»d ^ ^ no 

s> *^™535 by <*^£V5-«.s££ But .J! 


foreign -noney- - in - thi3 sen .» ^ not e*“f “ w »mntat. 

Balance of P^XTmoney already bom c0un try to ace 

onlv as long as the nK \ ^ t0 enable , 

'SttSgZ?'?*. need fn . 

■ at 1 8K “ 

trr olOTe . 

in dtS i^ri'ir sufflSSt T®5'° 

S£S£ | SS’^|"i”L 8 S period. 





516 MODERN ECONOMIC THEORY 

In tho opposite case when payments iiavo to bo received from a 
foreigner there is a demand for homo curronoy (a supply of foreign 
money) in the exchange market. 'L'bo items included under 
balance of payments give "rise to cither supply of or demand for 
home currency (or foreign currency) as the case may, bo. “The term 
balance of payments is then used,” says Huburler, “in tho sense of 
the whole demand and supply, situation.” 1 Wo shall use tho term 
in this sense when dealing w.th foreign oxohanges. 

6. Equilibrium of Balance of Payments. When tho balanoo 
of payments of a country is in equilibrium tho demand for tho 
domestic currency is equal to its supply. Tho demand and supply 
situation is thus neither favourable nor unfavourable. If tho balance 
of payments moves against 'a country, adjustments must ho mado by 
encouraging exports of goods, services or other forms of exports, or 
by discouraging imports of all kinds. No country oan havo a 
permanently unfavourable balance of payments, though it is possible 
and is quite common for the countries to have a permanently un- 
favourable balance of trade. Total liibi'.itien and total, assets of 
nations as of individuals must balance in the long run. 

This does not mean that tho balance of payments of a country 
should be in equilibrium individually with every other country with 
which she has trade relations. This is not necessary nor is it the 
caee in the real world. Trade relations are multilateral. India, for 
instance, may have nn active balance of payments with the' United 
States and passive balance with the United Kingdom and/or other ' 
countries. Payments may bo mado in a triangular form. For instance 
India may send jute to the Tj.S.A. and he paid by importation 
of bicycles from the United Kingdom, the United Kingdom in its 
turn importing raw cotton from tho United States. More coinplicat- 
cd forms of payments may arise when a- largo number of countries 
arc involved. But each country in tho long run cannot receive more 
value than she 1ms exported to other countries taken together. 

Equilibrium in the balance of payments, therefore, is a sign of 
the soundness of a country’s economy. But disequilibrium my arise 
either for Bhort or long periods. A continued disequilibrium indi- 
catos that .the country is heading to vards economic and financial 
bankruptcy. Every country, therefore, must try to maintain its 
balance of payments in equilibrium. To know how this can bo done 
involves the study of the causes of disequilibrium. 

6. Causes of Disequilibrium. ITow may disequilibrium arise 
in a country’s balance of payments 1 Wo have already detailed tho 
various items that enter into the balance of payments. Any causo 
that leads to a persistently one-sidsd movement in those items may 
cause a disequilibrium. For instmee, oertain causes may losd to 
a falling off in the export of merchandise, imports remaining unaffeot- 
ed or moving in the opposite direction. Similarly as regards tho 
other items, falling off in oxport3 may bo duo to all sorts of oause3. 
Take tho caso of merchandise for illustration. • Our experts may 

f. liaborlor ; op. eft., p. 10. ~ ~~ 
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fall because of decreased production due to seasonal factors or other 
casues. The demand for our goods in the international market may 
fall off because of a fall in the purchasing power of consumers of 
such goods or because of a comparatively high cost of production 
in India which reduces our competitive strength in the international 
market. Our exports may become dear to foreigners because of an 
appreciation of our exchange, a rise in the value of the rupee say 
from Is 6 i. to Is. 8 d. If we persist in artificially keeping the value 
of the rupee at a higher level than justified by economic forces 
(which we shall study in the next chapter) unfavourable balance of 
trade and of payments will tend to persist. 

In the same way disequilibrium may arise due to excessive im- 
ports of services not balanced by exports, or import of capital, etc. 
Compulsory exports in the form of reparations or indemnities alo 
cause international disequilibrium and obstruct the harmonious trade 
relations between the countries. 

7. How Disequilibrium May be Corrected. When a serious 
disequilibrium arises in a country’s balance of payments steps must 
be taken to correct it, if the country’s economy is to be kept in a 
sound condition. Obviously the causes which are responsible’ for 
such a state of affairs must be removed. 

There are five well known methods of correcting an adverse 
balance of payments : 

(i) Stimulating Exports and/or checking imports. If the ex- 
ports have fallen off steps should be taken to encourage ex- 
ports. To encourage exports the level of costs in the country may 
have to be brought down. This may involve cutting down of wages, 
and interest rates and other incomes and also contraction of currency 
to bring prices down. 

({*) Exports are also encouraged by granting bounties to manu- 
facturers. Imports may be discouraged either by total prohibition 
or by imposition of import duties or by adopting the quota system. 

Another method is to depreciate the external value (exchange) 
of the home currency, thus cheapening domestic goods for the 
foreigner. This latter course, however, has serious limitations 
because other countries may start doing likewise and ‘competitive 
depreciation’ of exchange may start, as it happened during the 
depression years in the ‘thirties.’ 

(Hi) The third method is to deflate the currency. As currency 
contracts, price will fall which will stimulate exports and check im- 
ports. But the method of defl ition, however, is also full of daogers. 
If prices are forced down while costs which are proverbially rigid 
(especially as regards wages in countries where Trade Unions are 
well organized) do not follow suit, the country may face a serious 
depression and unemployment. Correcting the balance of payments, 
therefore, once a disequilibrium has arisen, i3 not an easy matter. 
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(iv) The fourth method is of devaluation. Its effect is the same 
as depreciation. When a currency is devalued, (i.e., its metallic 
content is reduced' its value in terms of foreign currency decreases. 
The result is that the foreigners are able to buy in our country more 
goods than before with the same amount of their currency. This 
■would stimulate exports. But when we want to buy foreign goods, 
our currency having become cheaper, we have to pay more for them. 
Imports are thus discouraged and in course of time balance of 
trade turns in our favour and corrects the balance of paymen ts. 

(r) Finally, there is the method of exchange control. We know 
that deflation is dangerous ; depreciation has a temporary effect and 
may provoke others also to depreciate; and devaluation hits the 
prestige of a country. These methods are, therefore, avoided and 
' instead foreign exchange is controlled by the government. AH the ex- 
ports are ordered to surrender their foreign exchange to the central 
bank and it is then rationed out among the licensed importers. 
None else i-, allowed to import goods. The balance of payments is 
thus rectified by keeping the imports within limits. 

When gold standard was effectively at work in most countries 
disequilibriums in international payments were antomatically correct- 
ed to a fair degree. This was before the War of 1914-18. During 
the inter- war period (1919-1939), gold standard was introduced during 
the earlier portion of this period in a modified form and broke down , 
during depression for reasons already noted byjus in another chapter. 
Gold standard ceased to be automatic and hence ineffective m this 
connection. 

Recently attempts have been made to evolve a new international 
machinery for maintaining equilibrium in the balance of interna- 
tional payments and for correcting disequilibrium when it may arise. 
This new scheme we shall dismiss m the next chapter after we have 
studied the problem of foreign exchanges. 
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CHAPTER XLI 
FOREIGN EXCHANGE 

1 . What is Foreign Exchange ? The term “ foreign exchange” 
may refer to— 

* (a) the rate of exchange, i. e., the amount of money of a foreign 
country that a unit of the money of the home country will purchase ; 

(6) the foreign exchange operations or transactions i.e., convert* 
iftg one currency iuto another or the machinery by which foreign 
payments are made ; 

(c) the fund of foreign exchange (currency) at the disposal of a 
country ; or 

( d ) the principles that determine the rate of exchange. 

Here we shall use the term in the fourth sense. 

If there were no international trade there would be no foreign 
exchange. On the other hand, if there was only one common 
money for the whole world, there would be no problem of foreign 
exchanges. As it is, countries by their economic relations create 
mutual obligations which must be met, and the money of the various 
countries being different, the problom of converting the money of 
one country into the money of another arises in international trade. 

To take a concrete example ; Suppose you import books worth 
Rs. 100 from England. Indian rupees are no good to the English 
bookseller. You must make payment in money which has purchasing 
power in England. The English money is pound (£) sterling. You 
must, therefore, convert your Rs. 100 into pounds sterling (or titles 
to pounds sterling). You can also send gold if you can get it and 
think it worth while to bear the cost of its transport. Similarly a 
man in England might have purchased wheat from an Indian ex- 
porter. He must convert his pounds sterling into rupees (or titles 
to rupees) or send gold if possible and economical. At any moment, , 
therefore, in every country there are people who want to make pay- 
ments in foreign countries and there are others who have to receive 
payments from foreign countries. The former have imported goods 
or services and the latter have exported goods or services. It is im- 
material whether they have imported or exported on their own behalf 
or on somebody olse’s behalf. Normally they are middlemen who 
import or export for others and make profits out of this business. 
Obviously exporters from India are entitled to receive payments 
from importers in England, and importers in India have to make 
payments to exporters in England and similarly in the case of any 
two countries. Indian importers can buy titles to English money 
from Indian exporters and make payments to English exporters. 
Similarly English importers can buy titles to Indian money from 
English exporters and make payments to Indian exporters. Thus in 
every country there are buyers of foreign money (or titles to it) and 
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sellers of foreign money (or titles to it). In other -words there is 
demand for foreign money and supply of foreign money. It is this 
demand and supply that determines the rate at which foreign money 
can be purchased "(or native money sold) or sold {or native money 
purchased). These buyers an I sellers and their agent3 are collec- 
tively known as the foreign exchange market. 

This is, however, a very simplified statement of the theory.- In 
"be actual world exporters and importers do not directly deal with 
each other. The banks (exchange banks or other banks who also 
deal m exchange) serve as middlemen. Importers buy titles to 
foreign money from banks and exporters sell titles to foreign money 
to banks. The banks make a profit by acting as intermediaries 
between the two. 

2 Titles to Foreign Money. We have yet to explain the nature 
of what we have called ' titles to foreign money ” These may take 
the form of (i) Bills of Exchange, (ii) Bankers’ Drafts, or (m) Tele- 
graphic Transfers. We have already explained what is a bill of ex- 
change and we have also noted there its advantages in financing 
foreign trade. An Indian exporter draws a bill of exchange against 
the English importer of his goods in terms of pounds sterling. This 
bill he sells to a bank or technically gets it discounted. He is paid 
the present value of the bill m rupees. An importer of English goods 
in India buys such a bill by paying rupees and sends to bis exporter 
m England who gets it discounted from a bank or receives payment 
from the English importer on the maturity of the bill in terms of 
pounds sterling. 

Drafts as we have already seen are orders from one bank 
to its branch, or another bank with which the former may have 
account, to pay the beaTer on demand, a specified sum of money. 
In short a draft is a cheque drawn by one bank on another in favour 
of a third person You can send money to England by purchasing 
a draft payable in English money. This draft is sent by post to 
the person whom the payment is to be made and the latter realises 
the money by presentmg it to the bank on whom the draft is 
drawn. 


A telegraphic transfer is an order by telegram to a bank to 
pay a specified sum of money to the specified person. It may be 
called a draft sent by wire. By this method payments are made 
immediately. Telegraphic Transfer (T.T.) rates are, therefore, more 
unfavourable to the buyer than rates charged for ordinary drafts. 


3. Rates of Exchange. Determination of the rate of exchange 
requires more explanation. We have seen that it is the supply of 
and demand for foreign money that determines the rate of exchange; 
just as the market price of commodities is determined by the forces 
ot supply and demand. We have also seen how the demand for and 
supply of foreign raonev (or conversely supply of and demand for 
home money) arises. When the supply is equal to demand the ex- 
o ange is said to be at par. If supply of foreign money is more 
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than demand the value of foreign money falls below (or of home 
money rises above) the par. And conversely if: the demand for 
foreign money is more than supply the value of foreign money rises 
above (or of home money falls below) the par. • - 

Up to what limits the exchange cah rise above or fall below 
the par? These limits are determined differently under different' 
conditions. The par of exchange Iso has different meanings- under 
different conditions. ' ‘ 

4. Rates of Exchange Under Gold Standard. When the two 
countries concerned are on gold standard as already explained their 
currency units are either gold coins or are convertible into gold at 
fixed rates. Moreover gold freely moves between the , countries.- . The 
par of exchange between such countries is oalled the '‘mint far of] 
exchange This is arrived at by equating the amount of gold con- 
tained in the currency units (or given in exchange for them by ' 
currency authorities respectively) of the two countries. There can be 
no mint par between a gold standard and a silver standard country. 

For instance, before the last war England and ‘ France were 
both on gold standard. Their mint par of exchange could be 
calculated as follows >, 

One 'English Sovereign —7:98805 grammes of gold 11/12 fine.. 

=7*32238 grammes of pure gold. . 

One French Napoleon 20 =6-45161 grammes of gold 9/10 fine. 

Francs =5*80645 grammes of pure gold'. 

, 732238x20 . « ■ / ■ 

Therefore one sovereign — — r — francs. 

■ ' 6.80645 

=25.2216 francs. , . • 

Thus the mint par between • London and Paris was 25"2215 ’ 
francs to, the £. If the exchange is at par under these conditions a 
French importer would get one £ in London by paying 25.2216 
francs in Paris to meet his obligations. An English importer would 
get 25*2216 francs in Paris by paying one £ in London. 

5. Specie Points. Now suppose the French people have to 
make more payments to the English people than the latter' have 1 
to make to the, former. The demand for English money in Franco 
'will be greater than its . supply. The value of the £ will rise in 
terms of the franc. The French imyorter will have to pay more 
than 25-2215 francs in’ order to get one £ in London. But how much 
more will he be willing to pay? We have already said that an im- 
porter will send gold if he can get it and thinks' it' cheaper to 
send it. Gold standard countries always provide gold in exchange 
for their money and allow it to leave the country.’ But.- gold 
involves cost of transport (shipping, insurance, interest charges, etc.) 
when it has . to be sent.' The importer in France, will, therefore, 
only send gold if the exchange is higher than the par to the extent of 
more than the cost of transporting gold from Paris to. London. Sup- 
pose cost of transporting 25 ’2215 franc worth of gold from Paris to 
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London is '3 francs. Then it will be worth while sending gold if the 
exchange rises above 25*5215 francs to the £. If the ex- 
ehange'aetually rises above this point gold will begin to move from, 
France to England. This point is thus called gold export point 
from the point of view of France and gold import point from that of 
England. This point is obtained by adding the cost of transport to 
the mint par of exchange, it is also called the upper gold point 
or the upper specie point. 

In the same way there is a lower specie point, or gold import 
point for France and gold export point for England. This is ob- 
tained by deducting the cost of transport from the mint par. In 
the above example it will be 24*9215 francs of the £. If the ex- 
change falls below this point English importers will send gold rather 
than purchase titles to francs. 

Thns if gold is available and is allowed to move freely between 
two countries (gold standard) the rate of exchange will move between 
the two limits set by the upper and lower gold points, also called 
“specie points.” If goldjs not available then the rate of exchange will 
pass beyond the specie point. These are the two limits within which 
the fluctuations will be determined by the supply of and demand 
for foreign money, t.e., bills, drafts, T.T.s, etc. 

6. Exchange Between Gold and Silver Standards. The above is 
a case where both the countries concerned are on gold standard. 
If one is on gold-standard and the other on silver standard, or on 
an inconvertible paper, the par of exchange will he determined by 
the price of gold in terms of silver or paper money in the country 
on silver or paper standard, respectively. . 

7. Exchange Between Inconvertible Paper Currencies — Pur- 
chasing Power Parity. But the most difficult case is that of countries 
both on inconvertible paper. Suppose England and France were 
both on paper currency inconvertible into metal. Then how many 
francs would have to be paid to get a £ ? Obviously as many as 
would have the same purchasing power in France as a £ has , in 
England. If a £ in England purchases a collection of x commodities, 
then a £ will purchase as many francs in France as will buy the 
same collection of x commodities in France, allowing for the cost of 
transporting x commodities, from one country to the other. 

Let ns suppose in England a £ purchases x commodities. 

In France a; commodities cost 25 francs. Then the rate of ex- 
; change will tend to be — 

£—25 francs. 

• N°w suppose the price levels in the two countries remain the 
, same hut somehow exchange moves to 
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£—30 franca. 

This means that the purchasing power of the £ in Franco la 
more, «>., 30 francs, It" will pay people to convert £s into franca 
at this rate, purchase x commodities in France for 25 franca and 
sell thorn in England for one £ again, making a profit of 5 francs 
per pound worth of transaction. This will create a largo demand for 
francs in England while supply of franca in England will bo less be- 
cause very few people would export commodities from England to 
France. The value of the franc in terras of tho £ will move up 
until it will reach £^25 -francs. At that point imports from Franco 
will not give any abnormal profits. This £—25 francs is called 
tho Purchasing Power Parity between tho two countries. “While 
the value of tho unit of one currency in terras of another currency ia 
determined at any particular time, by tho market conditions of 
demand and supply, in the long run that value ia determined by 
the relative values of the two currencies as indicated by their rela- 
tive purchasing power over goods and services. In other words, tho 
rat-o of exchange tends to rest at that point which expresses 
equality between the respective purchasing powers of tho two cur- 
rencies. This point is called the Purchasing Power Parity,” {S. E> 
Thomas). 

In the above example if prices in Franco got doubled the valuo 
of tho franc will bo exactly halved. The now parity will bo £—50 
francs. This is because now 50 francs will buy x commodities in 
Franco which 25 francs did before. Wo suppose that prices in 
England remain ns before. But if prices in both countries get 
doubled there will bo no change in tho parity. 

Thus : — 


2£«r50 francs. 
£= 25 francs. 


In actual practice, however, the parity will be modified by tho 
cost of transporting goods {including duties, etc.) from one country 
to another. 


Thus between countries on inconvertible paper the place of the 
mint par is taken by 
the purchasing power 
parity. The difference 
is that the former ia a 
fixed par while tho 
latter moves with 
movements of tho price 
levels in the two conn- 
tries concerned. Day- 
to-day fluctuations around this par will take place m before duo to 
changes in the supply of and demand for the cunrenoy in question. 
Tkt- limits to these fluctuations will be act by the cost of , transport- 
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ing goods from one country to another. Hence these limits will not 
be m definite as were the specie points. The above diagram illus- 
trates these points. 

8. Criticism of the Purchasing Power Parity Theory. This 
theory was popularised after World War I by Gustav Cassel, 
the Swedish Economist. “The rite of exchange between two cur- 
rencies,” wrote Cassel, “must stand essentially on the quotient of 
the internal purchasing powers of these currencies.” “This is easily 
seeu if u e reflect on the fact that the price paid in a foreign currency 
is ultimately a price which must stand in a certain relation to the 
prices of commodities on the home market.” 

It should be noted that purchasing power parity compares the 
general price levels in the two countries and not merely the price 
levels of goods actually entering international trade. The prices of 
the latter kind of goods, of course, are the same in all countries allow- 
ing for the cost ot transportation, tariffs, etc. It is quite easy to 
verify the theory if wo only compare prices of internationally traded 
goods. But when we try to compare the index numbers of the prices 
of the whole mass of goods marketed in the countries concerned 
the rate of exchange will not always conform to the points thus de- 
termined. This is so because prices of dome-tic goods may not move 
in the same direction, at least not in the short period, as of those 
entering into international trade. In the long run, of course, the rate 
of exchange and price levels will tend to move in the same direction. 
The theory, therefore, only holds good in the loDg period. 

Even in the long period the theory will be valid only if the essen- 
tial conditions of international trade remain unchanged. But such 
conditions seldom remain unchanged. Tor instance, the baiter terms 
of trade are constantly in the process of change between countries 
due to changes in the demand for foreign goods or changes in the 
conditions of supply of domestic goods. Further, changes may occur 
in the volume of foreign loans, cost of transport or in any other item 
of invisible balance of trade. Changes in barter terms thus brought 
about may disturb the relationship between the price levels and 
parities based on such price levels may not correspond to the rate of 
exchange. ' 

Finally, many .items of balance of payments like insurance and 
banking transactions, capital movements are very little affected by 
changes in general price levels. But these items do influence exchange 
rates by acting upon the supply of and demand for foreign currencies. 
The Purchasing Power Parity Theory ignores these influences 
altogether. 

In conclusion we may say that the Purchasing Power Parity 
Theory attempts to explain the ultimate rather than the immediate 
forces determining the rate of exchange. In spite of its shortcomings 
the Purchasing Power Parity Theory is now recognised as the most 
important explanation of the rates of exchange in the long run. The 
theory is applicable to all currencies. It is superior to 
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the old theory according to which the rate of exchange was 
determined by balance of indebtedness. This theory goes, even to 
the root of the balance of indebtedness. It explains how balance 
of trade or indebtedness itself is determined. This theory lays pro- 
per emphasis on the importance of the price levels on the determi- 
nation of rates of exchange. The actual rate at any particular 
moment may diverge from the equilibrium rate as indicated by 
the purchasing power parity due to the various factors affecting 
the terms of trade or the balance of payments for the time being, , 
What are these factors ? 

' 9. Fluctuations of the Rate of Exchange. Whether the long- 

term parity is the mint par ns under gold standard or purchasing 
power parity as under inconvertible paper during the short period 
there are various causes that may lead to fluctuations in tho rato 
of exchange above or below this equilibrium level. • t * 

These influences can bo grouped under two heads. ' - 

(i) Those affecting demand or 3upply of foroign .currency, and 
\ii) those affcoting currenoy conditions.- • , > ■ 

'(*') As regards the' first, tho demand and supply of foreign cur- 
rency arises from three -sources »— 

(a) Trade conditions..' 

(b) Stook Exchange influences. 

1 (c) Banking influences. 

„ 1 

(а) Trade conditions. These affect- exports and imports and 
hence the supply of and demand for foroign * ourrency respectively. 
When our exports are greater than imports exchange will tend to 
move in our favour and in the opposite case it will tend to move 
against us. Exports and imports here inolude not only visible but 
also invisible items. 

(б) Stocl i- Exchange influences. These include payments of loans, 
interests and repayment of loans, purchase find sale of foreign secu- 
rities, etc. When a loan is given by tho homo country to the foroign 
country the demand for foreign currency increases and tho value 
of home currenoy tends to fall. The same 'is the oase when home 
investors purchase foroign securities or foreign investors sell home 

'Securities. The exchange moves in favour of a country when its 
loans are being rc-paid or when foreigners buy her securities, beoause 
suoh transactions oreate demand for the home currency. 

(c) Banking influences. -Undor this category ootnes the purohase 
or sale of bankers’ drafts, travellers’ letters of credit, arbitage opera- 
tions ii.e., buying and selling of foreign currencies to make profit out 
of differences in tho rates in different centres), etc. The sale of a 
/draft on a foreign centre creates demand for foreign ourrency and 
• raises its value or lowers the value of home currenoy. The bank rate 
' also influences exchange rates. A high bank rato attracts funds 
t from foreign centres and thus raises the demand for domestic money 
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and hence its value. In the opposite case its value falls, because 
funds move out of the country, thus creating demand for foreign, 
money. 


(it) Currency conditions. Actual or expected changes in the 
volume of currency also affect its exchange rate. If there is an over 
issue of ourreney or an over-issue is expected, people wnl not be 
anxious to invest their funds in such a country, in fact funds will 
tend to move out. This is called a “flight from the currency. • If 
people expect a currency to appreciate they will tend to purchase 
such a ourreney for speculative gains. In the former case the 
exchange rate will tend to be unfavourable and in the latter to be 
favourable. 


9. (a) Limits to Exchange of Fluctuations. But these fluctuations 
take place within certain limits. Under gold standard we have 
already seen that such limits are indicated by the specie points or 
gold points. 

A country is said to have a favourable exchange rate if the rate 
is nearer the gold import point and unfavourable if it is nearer the 
gold export point. The rate is also said to be favourable when the 
value of home currency becomes greater in terms of foreign currency 
or when it is likely to lead to importation of gold on account of 
excess of exports over imports. If the value of home currency falls or 
gold tends to leave the country, the "rate is said to be unfavourable. 
It should be remembered, however, that the terms ‘favourable’ and 
'unfavourable' are onlv technical terms coming down from mercantilist 
era.. What is called ‘favourable may not be really so. For example 
as compared with Is. 4 d., the rate of Is. C d. was called mote favour- 
able to India because at this rate the home currency buys more. But 
this rate was certainly detrimental to the country ? s interests as it 
injured both agricultural and industrial interests. 


The exchange does not rise above the gold import point (suppos- 
ing it is quoted in foreign currency) because it becomes cheaper 
to the foreign importer to send gold rather than to purchase our 
currency. Conversely, the rate of exchange does not fall below the 
gold export point because it becomes cheaper for the home importers 
to make payments by sending gold out of the country rather than 
by purchasing foreign money. , 

When both the countries are on in convertible paper the place of 
the mint par is taken by the purchasing power parity. ‘ As already 
noted the purchasing power parity is not fixed like the mint par bnt 
-is a moving par. Hence there are no definite limits to the move- 
ments of exchange. The fluctuations will be in accordance with 
changes in the demand and supply of currency and in the currency 
conditions as already not-d. - * ' ' . * 


I?* t How Disequilibrium is Corrected Under Gold Standard, 
tule studying the gold standard we observed as one of its 
advantages that under it any - disturbance in the equilibrium of 
balance of payments tends to 'correct itself. Let us see how this 
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happens. A perfectly ideal gold standard can only be theoretically 
imagined but the British system before 1914 may be taken as nearest 
to the ideal. 

Suppose Great Britain of those days imported more than she 
exported and that this adverse balance was not covered by invisible 
exports. This would increase the demand for foreign currency (say 
that of France which was also on gold standard). Thus depreciating 
the fin terms of the fianc. This depreciation itself would make British 
goods cheaper for French men and French goods dearer to the British. 
Exports thus would be encouraged, imports discouraged | and the 
balance of trade would tend to move in favour of Britain thus 
correcting the original disequilibrium. ThiB would happen even if 
the exchange moved slightly against Britain. 

But suppose the adverse balance was very serious and exchange 
moved beyond the gold export point from England. Gold would 
then begin to flow out of England into France. There would be • 
contraetioD of credit in England (through the action of the central 
bank to preserve its reserves) and a corresponding expansion of 
credit in France. Prices and costs would fall m England and rise in 
France. England would become an attractive market ,to buy from. 

The reverse would happen to France. English exports would be 
encouraged and imports discouraged. Thus the original cause of 
disequilibrium would be corrected. 

For the automatic working of such a system, as we noted in an 
earlier chapter, certain conditions must be satisfied, i.e., gold should 
be allowed to move freely and to have effect on the prices and costs 
in the two countries, raising them in the country receiving it and 
lowering them in the one losing it. This implies the elastic character 
of the economic system and the willingness of the central banks to 
play the game of the gold standard. 

These conditions existed to a fair extent before 1914 and did 
not exist aftor World War I. Thus it was that the gold standard 
ceased to be effective in automatically correcting international 
disequilibrium. 

11. Correction of Disequilibrium Under Inconvertible Paper, i 

If the goods are allowed to move freely between countries 
similar automatic correction can be imagined also under the in- J 
convertible paper system. Instead of gold movements there will b6 t 
movements of goods with their effeot on the relative price levels in 
the two countries. 

In actual praotice, however, relative price changes in countries 
are much more difficult to realise when the connecting link is a com- 
modity or commodities than when it is gold. For one thing gold is 1 
much more universally accepted than commodities the demand for 
which depends upon a host of factors. Thus the actual rate of ex- 
change mav remain divergent from the purchasing power parity and 
this disequilibrium may not be corrected by changes in the relative 
price levels. In such a case the usual 'method of bringing about 
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equilibrium is to let the exchange move to adjust itself to.the price 
level. ' . - - • 

Another difference between exchange under gold standard and 
that under paper standard is tbat-tbe present value of paper currency 
is to a large extent influenced by opinions about its probable future 
value. If it is generally believed that the currency in question is 
likely to depredate people will try to get rid of it by converting it 
into a currency with better prospects. ‘Thus such a currency will 
depreciate even ' though nothing has happened to the relative price 
levels in the countries concerned. A disequilibrium will thus arise 
through' this speculative influence. - - - • 

Another factor is the influence of the intensities 'of- reciprocal 
demands of one country for the goods of another. Evenjjf the rela- 
tive price levels remain undisturbed, if for any reason the demand of 
a country A for the goods of a country B becomes relatively more 
intense the rate of exchange will move against country A and in 
-favour of country B to a greater extent than necessitated by diffe- 
tencesin price levels. If the two countries aro on gold standard this 
condition would have resulted in A losing gold to B until the changes 
in the price levels brought about equilibrium at the mint par of ex- 
change. . ‘ 

Roughly we may say that between countries on gold standard 
the equilibrium tends to be established through movements of gold 
'•and. 'of' 'relative prices and these on inconvertible -paper, through 
^movements' in, exchange rates. . 

. .12. Exchange Stability verms Price Stability. " Thus under 

gold standard exchanges are relatively more stable and adjustments 
are made through gold movements with consequent effect on relative 
price levels. Under inconvertible paper adjustments are made more 
; easily by . movements in exchange.. Blit even' under inconvertible 
paper exchange may be artificially controlled and kept 6table, Then 
.'adjustment, will have to be made by a painful - movement of relative 
prices and costs in the Countries concerned. '• ' '. ' 


.The. question arises which policy should be the aim of a ettuhtry, 
®A?]? an ge stability or price’ stability f - No- unconditional ‘answer can 
. be given to. this question. It will depend upon the economic con- 
ditions within the country concerned and oh the -volume" ; bf' its 
-foreign trade'.' ' r 

If the country is a large one and foreign trade plays only a 
c - minor . part in its economy , and its price and cost structure is not 
clastic it. will be to its advantage to preserve stability of its price 
; .level and make necessary adjustments by moving the exchange rate 
" P n , the °“ c ‘ r , hand a email country with a large amount of foreign 
..trade and elastic price and cost structure. Will do well to keep its 
; exchange stable and let adjustments be made through movements 
Bln, 1 ,H C ™ a an 4 eosts. Eor instance, a country -like India 

: Btab3 ? P ?,c$s and free ‘ exchange. while for GreatfBritain 

stable exchange is the 'mom important objective.- - - v-'- 
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purchase price of oil goods imported. This money is then used to 
pav exporters. The rate between the currencies is usually fixed by 
the terms of the agreement. The object is to regulate imports ac- 
cording to the wi«hes of tho government, to ensure equilibrium in 
the bafance of payments and to prevent uncertainties of fluctuating 
exchanges Tho system tends to encourage bilateral at tho expense 
of unilateral trade and thus has a res.riotive effect on international 
trade. On tho other hand it discourages dumping and currency 
depreciation On the whole the system stands condemned except 
under r-p'cial circumstances of war or ns a temporary measure to 
fide over a period of disequilibrium in a country’s balance of 
payments until tho basic causes of such a disequilibrium can bo re- 
moved. 

A standstill agreement is a device to prevent the movement of 
capital through a moratorium on outstanding short-term foreign 
debts of a country to give her time to put her house in order. Either 
tho short-term debt is converted into long-term debt or provision is 
made for its gradual repayment. This device was used in Germany 
after the crisis of 1031. 

Transfer moratoria is another device of the same kind. Under 
this system importers or others pay their foreign debts in> their 
domestic enrrenoy to a specified authority. When the moratorium 
is concluded these funds are remitted abroad. A foreign creditor is 
sometimes allowed to use his funds in the country imposing the 
moratorium in a way specified by the government, 

Blooked accounts spring from tho previously considered two 
devices of standstill agreement and transfer moratoria. When 
foreign debts paid in domestic currency to tho central bank cannot 
be remitted abroad without the permission of the government, block- 
ed accounts are said to arise. Sinoo idle funds in tho country lead 
to contraction of credit, the foreign creditors aro not altogether 
prevented from using them. But they have to be used according to 
the manner permitted by the government. Usually they are allowed 
to bo sold in the open market. In most cases' they are sold at a 
heavy discount. 

14- Forward Exchange. The risks of fluctuating exchanges, 
especially under tho inconvertible paper standard, can b6 avoided 
through the device known as ‘Forward Exchange.’, Under it the 
person who has to make or recover payment in foreign money at 
some future date -enters into a contract with a bank settling the rate 
of exchange how. Suppose an Indian importer has to pay an 
English exporter £500 after a period of three months. He cannot 
be certain how many rupees he will have to pay when tho time 
comes due to the uncertainties of exchange. Without exactly know- 
ing the cost he cannot fix the price of the imported commodity. 
He can get out of this difficulty by buying forward sterling at a rate 
agreed now. This -relieves him of the risk of exchange fluctuations, 
lu a ornjiBr . way -an Indian exporter who has to receive sterling, in 
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the future can sell it now at an agreed rate to the bank and be sure 
of the actual rupees that he will get. 

The rates of forward exchange are quoted in terms of the current 
rate or the “spot” rate as it is called The forward rate is at a 
‘premium 5 ' if less of foreign, money is given for a unit of domestic 
money. It is at a ‘discount 5 if more is given for a unit of domestic 
money. 

Under what ciroumstances forward rate may be at a discount or 
at a premium respectively 1 In other words what are the factors 
that banka take into account, when quoting forward rates ? General- 
ly three factors are taken into account. 

(i) The relative rates of interest at home and abroad. If the rate 
of interest at the foreign centre is higher than at home it pays the 
bank to transfer funds to the foreign centre. Thus it can afford to 
sell forward exchange at cheaper rates. The forward exchange will 
be quoted at a discount. ,lf the domestic rate of interest is higher 
there is no inducement to transfes ring funds abroad. The forward 
exchange will be quoted at a premium. 

( ii ) Marrying a Contract. Instead of transferring funds the 
bank may offset one transaction with an opposite one. Some mer- 
chants want foreign currency in the future, others are in a position 
to sell foreign currency in the future. The bank comes in as an inter- 
mediary by buying from the ono and selling to the other with a 
margin of profit for itself. This is called marrying a contract. If 
the bank therefore lias already bought forward exchange it will sell 
it at favourable rates to those who want to purchase it from the 
bank. Forward rates will thus be quoted at a discount since the 
bank has already covered the risk. 

{Hi) Currency conditions. If the foreign money is expected to 
depreciate, the bank will be unwilling to buy it forward, and thus 
forward rates will be quoted at a premium. 

It is easy to understand in the light of the above how forward 
exchange transactions or dealings in futures as they are called contri- 
bute to the reduction of exchange fluctuations. These dealings are 
carried on not only for genuine trade purposes but also for specu- 
lative purposes. 

15. Arbitage Operations. While forward exchanges reduce ex- 
change fluctuations over time, arbitage operations reduce differences 
in exchange rates over space. An example will make this point 
•clear. Suppose in the Bombay exchange market the rupee-sterling 
exchange is quoted at 18d to the rupee and in Loudon for some 
reason the rate rises to 19d per rupee. Obviously there is ftn op- 
portunity for making profits out of this difference. You can wire 
your bank in London to buy sterling at the rate of 1 9 d per rupee 
, which you sell through your bank, in India at the rate of 18d per 
rupee making ,ld profit on every rupee. Other people no doubt will 
also’do the some, The.deroandTor sterling in London will rise and the 
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rate will tend to move towards 18d per rupee. On the other hand the 
smrolv of sterling in India will increase and its value in terms of 
rupees will tend to fall. The exchange rate will move towards 19d 
This will co on until the rate in India and in London is practically 
tho same. Of course such a Inch difference that we have assumed 
is impossible because atbitage operations keep the differences at the 
very minimum. . * 

16- The International Monetary Fund. A more recent attempt 
to prevent exchange fluctuations is made on an international scale 
through the establishment of an International Monetary Fund. 
The main features of the Fund are given below 

The scheme envisages the establishment of an International 
.Monetary Fund (T. M. F.) which will bo constituted by subscriptions 
from members agreeing to participate in the scheme. This subscrip- 
tion is to be paid according to the quotas allowed to members partly 
in the form of gold and partly in domestic currency. The resources 
of the I. M. F. will thus he partlv gold and partly currencies of the 
member countries, the latter being kept in the central banks of the 
countries concerned. 

The purpose of the Fund is to promote exchange stability, to * 
avoid competitive exchange depreciation and to facilitate thb expan- 
sion of international trade through the conversion of national cur- 
rencies into one another according to needs. All exchange restric- 
tions and controls, discriminatory currency arrangements and 
multiple currency practices which are not approved by the Fund will 
have to be finally' eliminated. Some restrictions, however, are allow- 
ed during the transitional period. 

The chief function of the Fund will be to purchase and sell cur- 
rencies of member countries for one another. The debtor countries 
will get accommodation from the Fund to the extent of 75% of their 
quota plus an addition of 25% each year subject to a maximum of 
200% of their quota These conditions may be relaxed at the dis- 
cretion of the Fund. Thus a debtor country will be saved from 
gold exports and consequent d p 8ttion (as happened under gold 
standard) through the help of the Fund, 

The creditor countries whose export surplus exceeds 75% of 
their quota will have their currencies declared scarce. Suoh curren- 
cies will be rationed among countries needing them. The I. H, F., 
however, can increase the supply of scarce currencies by borrowing 
or purchase of gold. If even then these currencies are not eaough, 
debtor countries mn j t restrict their imports from creditor countries 
and thuB achieve equilibrium in their balance of payments. 

As regards . the rates of exobange member countries will be re- 
qmred to fix parities of their currencies with gold. But these pari- 
ties need not be fixed for all times. An all round uniform change in 
them . can he brought about by the consent of the member countries 
contributing individually more than 10% of the'aggregate quota. 
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to some defects of tlie gold standard in another connection. We 
may give here the two most important defects of that system which 
the new scheme will avoid. 

/,-) pj n der gold standard gold reserves in a country were affected 
in prec'fech the same way by an import surplus on current account 
[i.t., unfavourable balance of trade) and by the withdrawal of capital. 
Gold moved out and contracted credit. This defect was largely 
overcome by the system of exchange equilization account which 
prevented the inflow’ or outflow of short-term capital from affecting 
the basis of domestic oredit. The new scheme enables a country to 
meet her adversb balance by the help of the I. M F. without un- 
favourable effects on its credit structure. 

(ti) The second and more important defect of the gold standard 
was that exchange stability was made the first object of policy and 
it was maintained by deflation of credit in the country losing gold. 
In theory the country receiving gold was expected to expand credit 
though this part of the rule of the game was not always observed. 
This method of maintaining equilibrium in the balance of payments 
and hence exchange stability worked smoothly only so long as wages 
(and other costs) were flexible so that deflation of credit lowered 
prices of exports and restored the original causes of disequilibrium. 
But since costs became more and more rigid, especially due to trade 
union pressure for maintaining wages, deflation of credit meant para- 
lysis of economic activity and unemployment in the country with all 
its consequences. 

The new scheme seeks to escape these rigidities of the gold 
standard. As we have seen though exchange rates are fixed in terms 
of gold by the member countries, provision is made for change in 
these rates by members in the case of a fundamental disequilibrium 
arising. The changes, however, are to be made by the permission 
of the Fund, but such permission will not be withheld in genuine 
cases. 

Thus the new scheme combines the advantages of gold standard 
with those-of free exchanges. Gold still remains the ultimate stand- 
ard of value but the rigidities of the gold standaid have been avoid- 
ed. _ The working of the new scheme, however, requires a bigh'degree 
of international co-operation. Russia has so far refused to join it. 
And this is not a good omen. 
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CHAPTER XLII 

TRADE CYCLE AND CRISIS 

1, What is a Trade Cycle. The worldjhas registered a remarkable 
economic progress especially daring the last 150 years. Bat it 
would bo wrong to think that this economic progress has been one 
steady upward swing and a continuous movement forward. On the 
other hand, every business man knows ’that every ten or twolve years 
the productive or business machinery receives a rude shock which 
throws it out of gear for a number of years. The world is familiar 
with the curious phenomenon, viz., that just- as there may be ups 
and downs in a person’s luck, similarly there are upward swings and 
downward-swings in business and that periods of business prosperity 
alternate with periods of adversity. Every boom is followed by a 
depression or a slump. This is a trade cycle. The trade cycle simply 
means the whole course of trade or business activity which passes 
through all phases of prosperity and adversity. • 

A crisis, on the other hand, means a period of stress or difficulty 
when business men find it difficult to meet thoir commitments. In the 
words of Adolph Wagner, ‘ Crises imply the overwhelming and simul- 
taneous occurrences of inability on the part of independent entrepre- 
neurs to pay their debts.” Or in J, S. Mills words, " There is said 
to be a commercial crisis whon a great number of merchants have or 
apprehend they have a difficulty in meeting their engagements. It 
is 'a commercial crisis when only merchants are involved in a 
difficulty. But when it is accentuated and leads to bank failures 
then it is called financial crisis. 

Let us briefly trace the courso of trade cycle. We may start 
our analysis at a point whon business is at the lowest ebb and depres- 
sion is prevailing all around. We are all familiar with such condi- 
tions as prevailed in the early ’thirties throughout tbo world. The 
last depression, that tho world witnessed, and signal for which was 
given by the crash in tho Wall Street in 1929, was of unprecedented 
duration and severity and produced the most ruinous effects. Rock- 
bottom prices prevailed, especially those of primary produco, i.e., 
agricultural products. Unemployment Was rifo. Most of tho factories 
were working below capacity and some had closed altogether till 
better days roturned. Constructional and allied industries had no 
orders to oxecute. Factors of production were in a state of enforced 
idleness. Retrenchment was the slogan in all government depart- 
ments. The market price of an M.A. wis Rs. 25 per month. The 
rate of interest had decreased to a vanishing point and tho lucky 
ones who were employed got distressingly low wages. The purchas- 
ing power of money was high but the purchasing power, of man was 
low'. The general purchasing power of the community being very 
low, the productive activity both in the production of' consumers’ 
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goods and producers’ goods, especmlly the latter, was at a ten 
low level. 

The critical convulsion or crisis being over the world seemed 
to have settled at this level of employment and standard of livm; 
The inefficient entrepreneurs were weeded out. The business had 
effected a new equilibrium at a low level of prices, costs and profit* 
This is how the world adjusts itself to a depression and, the worst 
being over, the things somehow get going although the horizon i, 
gloomy. This n^w adjustment or equilibrium may last for a number 
of years. 

But the things are not goiug to continue to be in a depressed 
state for ever. After the depression Ires lasted for some time, tie 
rays of hope appear on the business hor^on. Pessimism gives place 
to optimism. Businessmen know that better days will come and 
they just begin to think some tunc that it is time for recovery tc 
start. The depression con tarns in itself the germs of recover 
Wages are low even for efficient workers, sufficient number of whoa 
a y all ' ible - Moi «y 5s cb cap and so are the other material, 
and the factors of production. Prices may be low but the cost 
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tmtoted into commitments (.hoy could not honour. Some of thorn arc 
forced into bankruptcy. Tho failure of one firm creates difficulties 
foi those with whom (hoy have business connections. Gloom spreads. 
There is a general distress, for most people cannot meet their obliga- 
tions. The conditions become acute. Tina phase of the trade cycle is 
known as the crisis — a point of critical convulsions The horizon 
is the gloomiest at ( Ilia time. 


The crisis ib tho period of utmost suffering for the business men. 
But they recover in comae ol time from the stunning blow. Their 
commitnienta ate liquidated somehow and buisne^s enters into tho 
stage what has already been described as depression or slump , or a 
state of stagnation. Lord Overatone describes tho courses of a trade 
cycle thus : -slate of quiescence— next, improvement— growing 
confidence — piospenty excitement— overtrading — convulsion — pres- 
surc—distreso —ending again m quiescence.” 1 


2. Characteristics of a Trade Cycle. A study of trade cycles 
has exhibited two important characteristics. (1) Its cyclical nature, 
t.e., periodicity. (2) Its general nature or synchronism. 

It has been found that trade cycles occur periodically at fairly 
regular intervals. Tho interval is not a preciso one but tho degroo of 
regularity is sufficient to convince ns ot the periodicity of tho trade 
cycle. Attempts have beeu made to compute the timo taken by the 
upward swing, the boom period, the downward swing, the crisis and 
the depression. But there is no unanimity as to the timo exactly 
taken by each phase. Thoro is a general consensus that the cycle 
takes seven to ten year-, nearly to complete itself. Business men .arc 
convinced that prosperity does not continue indefinitely nor docs a 
depression last for ever. One must give place to tho other and the 
cycle thus goes on. The intensity and the duration of caoh phase 
corresponds to tho intensity and the duration of the other. Wo 
uniform duration can bo expected but the upward and the downward 
swings are sure to follow each other as day follows night. Chapman 
compares these trade movoments to tho disturbed oscillations of a 
pendulum when a kitten, is playing with it. The business mcD have 
developed suoh an uncanny insight that they know when to expect 
the one or the other, so high is tho degree of periodioity exhibited 
by trade activity in modern times. 

The second characteristic is synchronism or its all-ombraciveness. 
The business world is one economic unit, one system like a living 
organism A pinpriok in the foot of a man sonds tho shock through- 
out tho system. Toning up of the stomach is bound to strengthen 
tho heart and the lungs. A healthy body generally contains a healthy 
mind. So is business. An attack on one part of tho business 
organism ri bound to send a shock to tho other parts. If one firm is 
in grief, those who deal with it cannot remain unaffected and they in 
turn will affect others with whom they may bo in commercial inter- 
course. If one industry is depressed , then those from whom it buys 

1. Quoted by Marshall in Money, Credit mid Commerce, p. 2fe, ~ 
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nnd undifferentiate I so that concerted action is difficult and no 
individual producer can hv his own act ion appreciably affect prices, 
lhc direct money cod' being email, the prices tmiht fall a long way 
to affect his irntnedi \tn production plans. A* a rule holms no 
alternative but to tin on producing. 

(c) Stock holding policies. The c e products can bo safely and 
conveniently biored without fear of deterioration. Storing is common 
to ensure regular supply and is influenced by expectations of future 
price-changes. 

We must remember, however, that tynchronmm is retarded 
internationally by four main facts. 1 (!) The greater transport costs, 
tnriU barricraVnd quantitative trade restrictions, (2) greater immo- 
bility of labour, (3) autonomous currencies, (4) greater sensitivity 
of capital. 

THEORIES OF TRADE CYCLES 

4, Climatic Theory. An attempt has been made to explain 
the oecurienee of a trade cycle ei-peoiilly its periodical nature in 
geographical terms. It is 'held that there nrc climatic cycles. In 
India it is believed that the monmon follows a certain cycle of 
good and bad rain. Climate nffeet- har rests which supply raw 
materials to industry. 

Superabundance of raw material or its pcarcity is bound to 
produco corresponding eflects on industry. The failure of harvest 
gives the initial pmh and the depression spreads inevitably in tho 
parts of interrelated economy. Periods of good harvests alternate 
with those of had ones and hence boor/is and depressions follow one 
another. When harvests fail in some country the effect is trans- 
mitted abroad. Not only is the supply of raw materials affected but 
also the purchasing power of the growers is diminished which in turn 
adversely affects the demand for ' manufactured goods in the same 
country or abroad. A famine in India produced by a general failure 
of crops may load to the closing^ of some Manchester or Japanese 
cotton mills. It is, therefore, quite understandable that failure of 
rain or anlunfavourable climate Can bring about a depressed state 
in the world of industry. i 

The advocates of the climatiA theory emphasise that climatic 
variations occur fairly regularly, /riioy. therefore, wish to oxplain 
mt merely occurrence of the crisis '.but also its recurrence. For this 
ho evidence is verv scanty. There seems to be no scientific basis 
for such a theory. It belongs to the realm of conjecture. 

One theory advanced in this connection is very well known, tic., 
■I cions Sunspot Theory. Prof. >Ievons\fiavs that some spots appear 
on the face of the sun periodically ancwtlcy affect tho emission of 
neat which in, turn affects rain and harvests. Then there is the 
usual link of JiarvCsts with industry' and depression spreads generally. 
Tike tho other climatic explanations of tho crisis, Jevons Sunspot 

l. Ibid, p. 90. ~ “ ~ 
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Theory is regarded with scepticism. It is known for its novel 
explanation rather than for its scientific authenticity. t 

We can only say that variations in climate do affect industry 
and trade but we do not find in the geographical factor a complete 
and satisfactory explanation of the cyclical and general nature of 
the trade cycle. The world area under cultivation is .so vast and 
the climatic conditions are so diverse that local variations are found 
to have only localised effects. 

5. Psychological Theory. The climatic theory is an attempt 
to account for the trade cycle objectively or on the basis of external 
factors. But it is held that these external factors are weak in 
explaining the rapid spreading of the crisis or feverish overtrading 
indulged in by the business community. There are those, therefore, 
who take the aid of psychological factors in explaining the causo^of 
a trade cycle. 

It is pointed out that mostly the business 1 b based on intelligent 
anticipations and the business community is often affected either 
by tbo wave of optimism or a wave of pessimism. ‘There is self- 
engendered rhythm of collective error/ We have our moods. Some- 
times we feel a little depressed and do not know why. At others 
we are in a mood of exhileration without any apparent cause. 
Despair and hopefulness are both catching. Our moods are soon 
communicated to others. It is wrong to think, the advocate of this 
theory point out, that men’s minds work in an isolated fashion. 
There is the herd-instinct among men and there is crowd-psychology. 
It is this orowd -psychology which explains the wider ramifications 
of a trade depression. When one business man is in a buoyant 
mood he passes this buoyancy on to those with whom he trades and 
so on. 

People are sometimes confident and sanguine and are prepared 
to take risks and expand business. At other times they are dejected 
and apprehend failure. When one bank fails more failures are 
apprehended and a rush on one bank brings about Its failure even 
though the bank may have been a sound one. The Peoples’ Bank 
which failed in 1901 was such a bank. When a business man loses 
a bargain, not only does he lose money but he catches a defeatist 
mentality which has a further depressing effect on Lis business. 
When a man gains, he just thinks that business is on the upward 
swing and many others share this view and make further gains. 

That psychological theory has an element of truth in it cannot 
be doubted. But it does not quite explain how the depression starts 
or how the recovery begins. These ‘turns’ in business are not satis- 
factorily explained by the psychological theory though it can 
explain all right how the upward or downward movement gathers 
momentum. It is a fact that business often continues good even 
though the objective causes making f ir business prosperity have 
disappeared. Similarly, it continues depressed even though the 
depressing factors no longer exist, l’n r explanation lies inhuman 
psychology. 
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6. Financial Theory. There me writers who do not believe 
that the trade cycle depends on climatic factors or the vagaries of 
human nature. Thcv w ould plac o the blame mainly end dir* ctly on 
financial organisation, i.r , the banking and the credit system, t heir 
argument is something like this The volume of trade very largely 
depends on the availability of media of exchange. .'lost ot the 
business is done with borrowed money. When business prospects 
are good, the banks freely extend credit facilities through cash 
credit, discounting overdraft, etc. Few requests for accommodation 
are rejeoted. Assured of cheap and easy credit facilities, the business 
men go on expanding their business entering into further find further 
commitments. A huge superstructure of credit is built up. This 
superstructure can be maintained by the continuance of cheap 
money conditions if not their further extension. But a point is 
reached that a certain batik thinks it has gone a bit too far m the 
matter of advances. Probably its reserve ratio lias fallen dangerously 
low. In self-defence it applies the brake, ourbs further expansion of 
credit and begins to recall advances. This sudden suspension of 
credit facilities proves a bomb-shell to the business community. 
They have been counting on renewal of overdrafts and cash credit 
facilities. The bank’s liberal attitude itself has encouraged them in 
this belief and now contrary to their expectations, moneys are being 
called in. They mast clear the stocks and repay. There sooms to be 
no other way out This general desire for liquidity depresses 
the market for the stocks are being unloaded. Some firm 3 , 
weaker links of the chain, fail to meet their obligations and bring to 
grief those whom they could not pay. Very solvent firms fail simply 
because they did not receive a timely financial assistance from the 
bank. The banks lent freely when they should not have done. 
They not merely helped the genuine trader but, the speculator. It 
is with their hUp that n speculative boom was super-imposed on 
the genuine productive boom. But when tbe crisis comes and their 
help is needed most, the> callously refn-e to come to the Tesoue of 
those whom they ha 1 formerly helped to speculate. A helpful atti- 
tude in a crisis can save many and prevent a general financial crisis 
from developing. But as it is, bankruptcies multiply and a commer- 
cial crisis is converted into a financial crisis. 


Now, it cannot be denied that banking institutions play an im- 
portant part in building up trade activity. Finance is tbe 'lifeblood 
of commerce. But it is a bit unkind to say that they cause a crisis. 
What can be safely said is that they aggravate matters. They prop 
up a boom by an over-issue of credit and they accentuate depression 
by its suspension. But neither the boom nor the depression origi- 
nates with them. Secondly, a world phenomenon like a modern 
depression cannot be attributed to tho isolated action of banks in 
ono country. A trade cycle cannot, therefore, be exclusively attri- 
buted to the misbehaviour of money. 


7 . 

other ex 


Competition Theory or Over-production Theory. An- 
pianafcion put foi ward for the occurrence of a trade cycle 
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is the operation of tlio competitive forces in a capitalist economy. It 
is argued that competition creates a trade cycle in two ways : (1) 
it leads to over-production which Chapman calls the positive aspect ; 
and 12} it raises costs of production — the negative aspect. 

Under competitive economy there is normally a tendency to- 
wards over-production. There are so many rivals in every trade. 
Every one of them tries to capture as much business as he can. 
-Each has got an eye on the whole market and is anxious to enlarge 
his own share of it. Everybody, therefore, is trying to increase pro- 
duction while existing firms are expanding output, new entrants 
jump into the field to benefit themselves by good trade prospects. 
Such being the case overshooting of the market is inevitable. A 
time comes when the market is glutted. Augmented supply de- 
presses prices. This is one aspect or consequence of competition. 

On the other hand, the cumulative effect of their action is to 
raise costs. In their efforts to expand output their demand for 
factors of production is increased. Every body wants more capital, 
more labour and more of other factors. The combined pressure 
must drive up the prices of factors.- Costs rise. We have seen that 
their action is leading to a fall in prices. Costs overtake prices and 
profits begin vanishing. The weaker firms are liquidated till ulti- 
mately supply contracts raising the'prices. The faotors being idle in 
depression, their prices fall and conditions are ripe for recovery to 
set in. In the downward sweep competition aggravates matters. 
Every business man wants to save himself and this keen desire for 
liquidity brings failure and he, as a part of the productive system, 
cannot escape the injury. Competition thus explains the cyclical 
nature or periodicity of the crisis. In the words of Chapman, “The 
positive forces raise the output as the wind raises the waters of the 
sea, while the negative depress it as gravitation contracts the effect 
of the wind on the sea ; so that in the economic sphere we have 
waves of good and bad time like the waves of the sea.'* Socialists 
say that crisis is the by-produot of competitive capitalism and so 
long as capitalism lasts orisis must recur, 
r 

But competition does not explain why crises should occur at 
regular intervals. It, no doubt, leads to over-production and the 
inevitable depression but it doeB not account for the actual duration 
of the time taken in the completing of the cycle. Nor does it offer 
a complete explanation of the generality or synchronism of the 
boom and depression. We can understand that competition may 
lead to over-trading, some time in some trades but we are not quite 
convinced that these phenomena should affect all trades simultane- 
ously. Booms and depressions have their competitive aspects but 
we cannot find in competition .a complete explanation of these 
phenomena . /' r( , 

8. Over-saving or Under-consumption Theory^ The Socialists 
school of writers has .advanced another tbeoryj’of trade - cycles, viz., 
oversaving or under-consumption theory , The theory’ is associated 
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■with’ the name of J. A. Kob»on and bar, lit en further developed by 
Major Douglas Tt is argued that there nre wide d ^parities between 
the incomes of the rich nnd thot« of the poor peopl" and the dis- 
parity is being niointunted ns time passes, The rich people nre not 
able "to nprnd nil thur income Saving, therefore, poet on automnti- 
enllv. These saving" are usually invest <d in business 
nnd production is augmented ns the result But the tvnge- 

earner® vhn constitute the ma f s of consumer* get onh a small re- 
muneration n* - compand ruth the entr* pronoun* w horn profit’ 1 
swallow np a larger slime of production Profits are again invested. 
Thua production is bourn increased at ivrn stage and the purchas- 
ing power of the con umcr dot! not merease to the •‘ft.mo extent, 
Too much savina nuarn too little «pmdmg Tncrr js thus a 
disequilibrium between dtniind and supply nml dtprt-suon must 
ensue, until prices fall Miflu n ntU for good , to b rimed ofi the 
market. 

Whnt is nere’san* to avoid n <rt c, s i«- that the purch ming power 
of the eonaumrrs must he equal to the total ro«t*» of nroduction. 
What happens 5= that the total costs incurred do not Imd their way 
into tlm pockets of the final commrer : a part rv.tpir »t< -t in the 
wav, f(j., a manufacturing comp im instead of distributing all 
the profits to the shareholders tots nvde 1 irge •’mounts m reserve 
funds Thus the consumers do not get a purchasing power com> 
ponding to the costa incurred. N’o.do lht ’rate of interest falls as 
capital accumulate- hut the fall is not sufficient to put off the evil 
day. 

Tin* argument has a degree of plausibility. But it is only s 
p irti il explanation of a crisis. One fallacy in the argument can be 
pointed out. If the purchasing power is not hoardt J, it must reach 
ultimately the consumer. Saving is not hoarding. Siring means 
uncstment nnd a- «ueh it «imph tramf/ rs the purchasing poner from 
fcona. pi >p’e t r o'hir- Al«o nn.re increa® in the capital cannot 
bring about a boom Unless there is n prospect of.’profit th” hnsineas 
men would not tab*, out capital from the banht Then again accumu- 
lation of capital must mean lower rates of interest and thus lonver 
co a t« and so long ns co-ts are 1< ss than prices, depression cannot 
come. \U the same few can deny that und«r capitalism the nav- 
mg power of the producers inert, asos much faster than the purchas- 
ing power of the general body of consumers The rich arc becoming 
richer and poor arc becoming poorer. The poor constitute the 
market for the goods produced by the rich .and being poor they 
cannot buy all that ip placed in the market Hence a crisis 

9 Lord Keynes’ View on The Occurrence of a Trade Cycle — 
Fluctuations m Investment. Lord Kiinc-s attributes tr.ale depres- 
sion to a disparity between sai ing and investment. Total costs of 
production increased in the making of a thing represent the incomes 
accrued to the various factors contiibutmgto the making of it. 
The aggregate cost of production of all commodities nnd services thus 
constitute total incomo accruing to the various members of the 



TRADE CYCLE AND CRISIS 545 

f <• *. 

5 s - > * 

community. A portion of these incomes is spent directly on the 
purchase of goods and services and tho rest is saved. But if the 
saving is invested it, too, directly or indirectly creates a demand for 
goods. In case, however, it is not invested, but it is hoarded then to 
that extent the purchasing power of the community becomes inert 
and immobilised and goods already produced cannot be profitably 
disposed of. This will bring about a depression. If, on the other 
hand, investment is greater than saving, investment is stimulated 
and financed by credit created by the banks, then the over-issue of 
credit will raise prices and create a boom. It is thus, according to 
Keynes, a disequilibrium between saving and ' investment which is 
responsible either for a depression or for a boom. 

Extra sayings may result when real income increases or cost 
of living falls. Savings may also bo increased if rates of interest rise 
more than the rates of profit. Benham mentions four sources of 
investible funds : amortisation quotas, now savings, new money and 
balances lying previously idle. New money is the bank’s creation 
through loans or selling of securities. This is also called inflation. 
It results in what has been called forced savings because the consumers 
are compelled to curtail consumption on account of higher prices. 
The other typo of saving, £.e. out of surplus of production over con- 
sumption is called voluntary saving. 

Increased savings may not be followed by increased investment. 
They may simply lead to a reduction in tho deposits of the traders. 
Tho equilibrium has been disturbed and dislocation of trade must 
ensue. Whenever savings increase, the rate of interest must fall 
sufficiently to induce investment and thus preserve a balance between 
savings and investment. Disequilibrium between the two will mean 
dislocation of business. 

But we know that mere fall in the rate of interest cannot increase 
investment. Rato of interest is not the primary consideration for the 
entrepreneurs. They arc guided more by the state of business. In 
Bonham’s words, "Entrepreneurs will expand tbeir business, or start 
new ones, only if they expect the demand for their products to in- 
•crease, or the cost3 of making and selling them to diminish sufficient- 
ly for them to sell a greater output than before at a profit.” A low 
rate of interest is an invitation to the entrepreneurs to borrow. . But 
the invitation may not be availed of. “You may take the horse to 
water ; you cannot make him drink.” Prof. Keynes’ theory also 
does not throw any light on the periodioity aspect of a trade ’ cycle. 
This is not to deny that fluctuations in investment 1 have an important 
bearing on alterations of trade conditions. 

10. The Concept of the Multiplier. There are two multipliers 
which have figured in tho discussions on trade fluctuations. The 


1 Investment may bo gross or net. Tho gross investment is tho total 
amount spent on tho production and maintenance of producers’ goods. If you 
i d0d1wtJrQmjt.Hie_ampunts_8gent.pn mere maintenance of capital intact, ;.c„ 
repairs, reuowaU and replacements, tho remainder will "Be nob investment,. 
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Investment Multiplier and the Employment Multiplier. 

The Investment Multiplier is Prof. Keyne®’ gift of economic 
theory. Prof. Keynes seeks to define the relation bet veen aggregate 
or gross investment and the increase in national income. When in- 
vestment is increased, it adds to productive efficiency and conse- 
quently to national dividend. The ratio between the increase in 
investment and the increase in nationil income ; s called the Invest- 
ment Multiplier. This ratio changes from time to time. It varies 
with the sxrowth of technique of business and improvement in the 
efficiency of the factors of production or development of credit hank- 
ing and of the means of communication and transportation. If this 
ratio or the Investment Multiplier is called K, then an increase in 
gross investment will lead to an increase in income which is K times 
the increment of investment. 1 

The Employment Multiplier is associated with the name of 
R. F. Kahn. 2 “The Employment Multiplier measures the ratio of 
the increment of total employment associated with n given increment 
of primary employment in tlie investment industries.” 

Now that the war is over Indian industrialists are thinking of 
extending and modernising their plants. Some of them have visited 
America and England with a view to securing capital goods — 
machines, etc. Industries producing capital goods will receive 
stimulus. The amount invested in these industries is called primary 
investment. This investment creates employment for those who 
will be engaged in the making of machines. This is known as the 
primary employment. But when the machines are ready and are 
disposed of, they will be set up for production of consumers’ goods. 
When production starts, more employment will be created. This 
may not happen at ome as soon as primary investment take3 place. 
There is always what is called a time-lag, i. e., the interval between 
the primary emplo> ment and the employment in the consumers 
goods industries. An increase in primary employment leads to 
increase in the total employment and the ratio between the two is 
-called the Employment Multiplier. 

II. Dr. Hayek’s Theory. Dr. Hayek puts the whole blame of 
crisis on the over-issue of oredit at an artificially low rate, a rate 
which is not warranted by the natural and genuine supply of capital 
coming out of current savings. 

When voluntary savings are the only source of capital supply, 
then borrowing beyond proper limits will not be possible, for the rate 
of interest will rise sharply to put a brake on credit expansion. A 
balance between production and consumption will be maintained 
more or less. 

But the equilibrium is rudely shaken in the case of forced sav- 
ings, i.c., by inflation. As the expansion of credit depends on the 
bank s own sweet will, they can lend at rates lower than what would 


1. Brij Xaxaia — Principle^ of Economics, 1045, p 266. 

2. IWd-p. 257, 
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have been charged if they had to depend on voluntary saving. 
Cheap money raises prices. The additional supply of money finds its 
way to the producers’ goods industries. Process of production is 
‘lengthened’ out or production becomes more and more round about 
or capitalistic, This new money ultimately reaches the final consu- 
mers through the payments to the factors of production. - Prices of 
consumers’ goods too rise. This leads to a diversion of resources 
from the earlier stages of production to the final stage. The earlier 
stages can be maintained by further expansion of credit. But the 
banks, mindful of their own safety and in sheer self-defence, refuse 
to lend further and there is a crisis. There is thus stagnation in the 
earlier stages.^ The orisis could have been avoided if the productive 
process had been completed by the time increased demand for con- 
sumers' goods appears. But this is not possible. Production is 
still going on when the remuneration paid to the factors has increas- 
ed their purchasing power. 

The theory is based on the fact that the resources of the com- 
munity are limited. One aim can be realised by the sacrifice . of 
another. One stage of production can be expanded only by the 
curtailment of another. When the final stage expands in response 
to increased demand for consumers’ goods, then the factors must be 
withdrawn from the earlier stages. The factors which are specific 
cannot be moved but they have to remain idle, for the non-specific 
factors in conjunction with whioh only they could work, have been 
withdrawn.-. The earlier stages of production are dislocated and 
become unremunerative, for the banks later begin to charge .too 
high rates to put off the borrowers. The whole mischief lies, accord-' 
ing to Dr. Hayek, in too facile credit which helps in building Up" 
business beyond the limits of prudence. 

Dr. Hayek’s theory is based on the assumption that saving and, 
investment are in equilibrium and that the equilibrium is upset by 
the banking policy. This assumption does not hold good. Prof. 
Keynes theory, we have seen, is based on the fact that there is dis- 
equilibrium betw-een saving and investment. It further assumes 
that the resources are in full employment and creation of credit 
necessitating a diversion from some phases of production to the 
others creates dislocation. But factors are seldom fully employed. 
There is always, even in ‘ the busiest periods of business, a margin of 
unemployment. It follows, therefore, production can expand in any 
of its stages without necessarily dislocating any other stage. Again, 
the theory seems to be opposed to common-sense when it says, that 
the increase in demand for consumers’ goods does not mean an in- 
creased demand for the creation of producers' goods. Finally, the 
theory seems to imply that creation of credit is always harmful. 
0ver-is3ue of credit no doubt has sometimes serious repercussions, 
yet the instrument of credit can be welded sometimes to great ad- 
vantages of the community. A low rate may stimulate investment 
when the country has been in a state of economic stagnation. Dn 
Hayek’s theory does not explain the cyclical nature of trade de- 
pression. 
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12 Causes o£ Trade Cycles. We have covered a very oontro- 
vernal ground. Indeed no subject in Economics is subject to so 
mu'di dispute as the causes of a trade cjcle. There is a kernel cl 
truth in each theory hut oe have seen we cannot Tely solely on any 
cf them to explain" to us either the cjcbeal nature of the trade 
movements or its generality. Trade cycle is a very complex pheno- 
menon. We shall in vain look for a complete explanation of a trade 
cycle in any one* theory. A trade cycle is the resultant of a combi- 
nation of causes of diverge nature. Climatic causes hinder or help 
production and provide the objective forces of the trade cycle ; 
psychological factors represent the subjective conditions, and croate 
ivaves of pessimism or optimism. Monetary causes accentuate the 
upward aud the downward movements, competition and over-saving 
are responsible for over-production and nnder-consumption. So 
many factors conspire to bring about a crisis. 

S. E. Thomas sums up the causes of trade cycles under the 
following three heads : — 

(а) Unforeseen causes affecting the supply of raw materials; 

(б) Imperfect adjustment of demand and supply ; and 
(c) variations in the prices due to financial causes, 

(а) Causes affecting the supply of raw materials. Supply of raw 
materials may be adversely affected by such factors as unfavourable 
climate, too much or too little ram or untimely rain, pests, earth- 
quakes, wars, etc. A prolonged and general strike is also a dislocat- 
ing factor. Shortage of raw material will certainly make capital 
equipment idle. A modern cri-us is not merelv the outcome 
of shortage of raw mateiial hut also its super-abundance. Starva- 
tion in the midst of plenty was a common phenomenon of the last 
deprsssion. This was due to the maladjustment between demand 
and supply. 

(б) Imperfect adjustment of demand and supply. Modern pro- 
duction is a very complicated and prolonged process. Thousands of 
people living in remote parts of the world contribute to the produc- 
tion of a single article of a very ordinary use. Productive activity 
is, again, directed by the isolated and unco-ordinated decisions of 
countless entrepreneurs. No wonder, therefore, that sometimes 
there is too much production at one stage and too little at another. 
Eor example spinning capacity may expand beyond the weaving 
capacity of the cotton mill industry. The discrepancy produces a 
depression in the spinning industry which of course in time spreads 
forward and backward If productive machinery is to work smooth- 
ly there must be a perfect balance between the two adjacent stages 
of production. But of this there is no guarantee. Probability, on 
the other hand, is that there will be a disequilibrium. Wh°n produc- 
tion at different stages tabes place in different lands, it will be simply 
a miracle if there is the right balance bptween production and de- 
mand at different stages. Competition it -are to lpad to over-pro- 
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duction. Psychological factors account for over-trading. Lack of 
co-operation and understanding between the producers leads to blind 
action and a catastrophe. t • 

Further, production is ufitier taken in anticipation of demand. _ 
The modern productive processes being too lengthy and round-about, 
the anticipation is based on a long ranee policy. But so many 
factors may crop up in the meantime to faDify the entrepreneur’s 
calculations, e.g., change in custom and fashion, appearance of a sub- 
stitute, the production of a new design by a new type of machinery, 
or war may intervene. Any of thc*e factors may render capital 
investment useless. Many Indian business men were deceived when 
after the war (1014-3 8} they ordered machinery from En eland think- 
ing that the government would be able to maintain 2s. nuio But 
when the goods arrived the ratio bad fallen considerably. So many 
things can happen to put the productive machinery out of gear. 

(c) Variations in the •price level. Prices may shoot high when 
there is inflation either because too much money is being issued by 
the currency authority or the commercial banks are recklessly ex- 
panding credit, A rising price level engenders speculation and then 
the inevitable crash. Inflation is generally followed by a policy of 
deflation. The deflationist tendencies after the war (1914-18) pro- 
duced unparalleled depression. Price level is very eenaitivo. The end 
of the war is sure to bring the price level down and everybody is 
expecting the depression to como. We have already seen that the 
financial factors accentuate both the upward sweep and the down- 
ward sweep of a trade cycle, the reckless len ling, the former, and 
fcurtailment of the credit, the latter. 

13. Remedial Measures to Fight an Economic Crisis. Lack of 
unanimity as to the policy to be followed in a crisis is even more 
marked than tho lack of unanimity about the causes thereof. For a 
complicated malady no simple medicine can be prescribed. Most of 
the economists are agreed that under the existing economic order 
crises are unavoidable ; you can only delay or mitigate lheir seve- 
rity when they come. We need, therefore, two sets of measures : 
the preventives and the curatives. 

For preventing or' avoiding a crisis, the remedy will depend on 
the diagnosis. The influences of olimatic factors on the suppty- of 
raw materials cannot be ruled out altogether. In a country like India, 
where nearly three-quarters of the people depend on agriculture, it 
is necessary that dependence on rains should be removed as far as 
possible so that agriculture no longer remains a gamble in the rains. 
A. network of oanals, wells, tube-wells and reservoirs may be pro- 
vided to ensure an adequate and regular supply of water. Other 
external factors like wars, earthquakes and epidemics cannot be pro- 
vided against. They do not play an important part in a trade 
cycle. At any rate they do not occur with any degree of regularity. 

Imperfeot adjustment of demand and supply can be rectified 
by collecting and disseminating correct and up-to-date statistical in- 
formation about the condition of crops, quantities of goods produced 
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by the mam industries, state of employment, imports nnd export?,, 
per capita income, prico and cost of living index numbers nnd of 
company floatations nnd profits. This will help the business man 
to form an intelligent forecast of the probable changes in the 
jnand and supply of certain types of goods. The intelligence bureau 
may issue directives and warnings from time to time so that undue 
pessimism or optimism is nipped in the bud. In the boom period 
the companies may be asked to follow n cautions poliev in declaring 
dividends and building up reserves. 

A sound banking system and a sound monetary policy are also 
essential to act ns a stabilising influence on business activity. Mani- 
pulation of the bank rate can.pnt a timelv brake before tho thine? 
have gone too far. ' . 

Ent with the best of precautions it way not he possible to avoid 
a crisis altogether. Whore preventives, ^therefore, will not do, we 
must be ready to fight depression when it has at Inst overtaken ti?. 
In that case the Central and the local governments must launch a 
bold public works policy of road building, railway extension, a public 
building programme, oven though the work undertaken may not in 
any sense be productive, it may bo what has been called Pimmidon- 
bau (building the pyramids), yet it will provide employment, supply 
some purchasing power and thus keep up the morale. It will re- 
move causes of crisis which arc purely due to mental depression. 

A more sympathetic policy on the part of the banking system 
will also bo necessary. The banks must come to the hid of partis* 
who are otherwise solvent but find only a temporary difficulty in 
‘meeting their obligation. The Central Hank should w that credit 
facilities are not seriously curtailed. It may assure thy banks of it*, 
support in case they find themselves in a difficulty. 

These are some of the measures that can be adopted to alleviate 
suffering. But these are all palliatives. The world has not been able 
to'discover any panacea or sovereign remedy for a commercial criritf. 
Nothing short of reorganisation of the economic system can pro- 
vide against the recurrence of crises. These are by-products of capi- 
talism and so long ns capitalistic system of production continue* 
such disturbances must take place. A planned economy nr rome 
form of socialism may remove such a contingency. 


Even a socialist State will commit mistakes about organisation 
of production. Even it will have to anticipate demand. No human 
organisation can bo infallible, yet planning of the entire economic 
field will so co-ordinate, the various economic Activities that tnnhtl- 
iustments will bo rare phenomena. Even when dislocation!? do oeror, 
the vast resources of the State can easily meet such situation-?. No 
failure of individual firms or displacement of inbonr will take 
loesca.'can bo easily borne. When the whole world was wff^r-a? 
from - acute depression nnd unemployment during the early Hurt.** 
no such ‘dark clouds threatened the economic honrem in Rwj, 
Planned economy seems to be the best way of not only proven .- *. 
a crisis but also of fighting it.. 



CHAPTER XLIII ' 

PUBLIC ECONOMICS 

1. Necessity for State Intervention in the Economic Sphere. 

State is a political society. It has been formed for the realisation 
of some oo in mo u ends. Its ultimate aim is the promotion of human 
welfare. As such a State must take notice of the economic activities 
of its citizens. . Of all activities those that are economic in character 
are most vital to human welfare. No State can effectively and satis- 
factorily work towards its ultimate end by ignoring, therefore, the 
economic activities of the individual's. 

We cannot agree that the State is an end in itself. Some econo- 
mists used to say that Economics was the handmaid of polities. But 
it is more true to say (hat politics is the handmaid ol Economics. 
The economic aim— the removal of poverty — is the -more important 
aim and the political structure must be so shaped as to subserve this 
aim. For example we want to remove poverty from India. The 
Indian constitutional set up must be such which can help us in 
achieving this aim. If economic planning is essential for the raising of 
the standard of living of, the Indian masses, the constitutional 
arrangement must make central direction of all phases of economic 
activity possible. 

It is now generally reeognised that State control and interference 
in the economic sphere are essential for promoting general welfare. 
Economics is concerned with consumption, production, exchange and 
distribution of wealth. If chaos is bad in the political world, it will 
be worse in the economic world. It is realised that the State must 
step in to make economic activity orderly and fruitful. The State 
must regulate Consumption and Exchange, it must assist Production 
. and ensure equitable distribution of wealth. If we are concerned 
with the disposal of scarce means for the satisfaction of our multiple 
wants, the need for State action seems to be obvious in order to make 
sure that, the use of the scarce means is economical and is. conducive 
to maximum satisfaction, of the human being forming the body 
politic. 

Necessity of State interference is thus obvious for the attainment 
of economic ends. • _ 

2 Different Views About the Extent of State Activity. 
It has been well said that “political theory has been conditioned 
by environments.” As the environments have changed, the political 
views about the proper sphere of State activity also underwent a 
change. There has been a singular lack of unanimity among politi- 
cal thinkers about the extent and mode of State interference. We 
can broadly distinguish the following main types of political thought. 

The- Anarchist*. They believe in the negation of the Govern: 
ment. Thev think , that a stage would be reached when man will 


x 



PUBLIC ECONOMICS f"-, 552 

have been so much morally lifted, that the Government would be- 
come unnecessary ; it will ‘wither away.’ The society will regulate 
itself. This is just a dream of political visionaries. This is an 
extreme view. 

The Communists. On the other extreme are the Communists. 
Par from being eliminated the State will bo a live and powerful in- 
strument for the achievement of economic ends. The Communists 
would subject economic activity of the individuals to minute super- 
vision and regulation. Everything will belong to the State and the 
Government will organise and direct all economic activity. The 
individual will he a mere pawn in the game. ' Some -would call it 
economic serfdom. This state of affairs is yet beyond practical 
politics. 

Between these two extreme views— views which have not been 
put into practice — there are two other views -which have actually 
shaped political policies. Une of these views is what has been called 
individualism or economic liberalism. 

The Individualists. The individualists , regard State as an evil, 
though a necessary evil. They believe that human welfare is best 
promoted if economic activity proeoeds unhampered and unfettered 
by any State interference. 

In the words of a French Physiocrat Francois Quesnay “the J 
surest guardian of internal and external commerce, the most exact , 
and profitable to the natioa and State, lies in the unlimited freedom 1 
of competition." Adam Smith in England preached the gospel of . 
economic liberalism. According to this sohool of thought the i 
Government is to perform the bare minimum of functions. It is to 
be a police state, maintenance of law and order being its sole. concern. 
There is no room for faotory legislation and social security schemes. ,, 
This view obviously ignores the reasonable needs of society. Indi- ; 
vidualism has been discredited both as a political prinoiple and as 
a guide for State action. The bases of individualism have been 
long exploded. No body now seriously believes that every 
individual understands his . self-interest or has the power to realize 
it Even J. S. Mill, the staunch advocate of laissez-faire had to 
recognize Certain spheres of State interference. 

The Collectivist of the Socialist View. The collectivists and the 
socialists hold entirely different views. They emphasise the social 
interests ns distinguished from the rights and the privileges of the 
individuals. Far from considering the State as a necessary evil, 
they regard State as iv very useful and desirable institution antT they 
would heap on it vast and almost unlimited powers. They would 
justify all interference by the State if it helps to promoto social 
welfare. There is no limit to State interference except the important 
condition that it must result in addition to human welfare. 

3. The Modern View. There is a strong swing towards socinl- 
-ism or collectivism in the modern view about State activity. The 
statesman of today places no limitation on the authority of the 

* , * i > 
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Government to interfere in the economic sphere. The sole criterion 
is whether Stato activity directly or indiretly _ is conducive to the 
benefit of the society. Leon Duguit says, in his ‘Law in the Modern 
State’, “whatever is essential to the smooth running of society is a 
public service.” . . . 

For some time financial considerations governed t-fc&fce action. 
Profit was the touchstone. All State activity hinged on the question 
‘Does it pay ?’ The following passage excellently sums up this 
attitude. 1 ' 

“J.M. Keynes has called the nineteenth century an accountants’ 
nightmare. No work is to be done unless it ‘paid’ ; every activity 
was subordinated to financial calculations. We built slums because 
they paid better than decent houses ; we disfigured the countryside, 
wasted our great river basins, razed our forests, partly from igno- 
rance but mostly because it ‘paid’ for the moment. We would not 
put the unemployed to work on public improvements because it did 
not pay. We hare to remain poor because it does not pay to be 
rich. We have to live in hotels not because we cannot build palaces 
but because we cannot ‘afford’ them. This rule of self-destructive 
financial calculation governed every walk of life.” 

This was indeed a tragic handicap but luckily almost removed 
now. Financial considerations are not altogether irrclvant ; but 
it is now recognised that any public expenditure which seeks to 
develop natural or human material of the nation is justified and may 
be considered ‘to pay’. 

As times have passed the governments have beenjforced by the 
logic of circumstances to assume more and more functions, so that 
the sphere of State activity has constantly widened and become 
more and more diversified. The world war (1914-18) made a strong 
breach in the laissez faire doctrine. The worldwide and unprece- 
dented economic depression of the ’thirties called upon the govern- 
ments everywhere to come out with bold economic policies. The 
American New Deal touched every phase of economic life. The global 
war that has just ended has brought the State as a regulator of 
economic life to the forefront. State control and regulation have 
been extended to cover every aspect of economic life. It touches us 
as consumers and producers and not merely as citizens. And there 
is no going back. “Collectivism,” says -Chase, “is upon ns, horse, 
foot and guns.’’ 2 According to him 70% of all Europeans are now- 
living in the shadow of State-controlled enterprise and the question 
is merely shall business men become rulers or rulers become business 
men ? 

. The modern economist has little scruples about limits of State 
activity.^ The governmental machinery is now being freely utilised 
in carrying out an economical allocation of the resources of the 
community and in affecting the distribution of wealth in a variety of 
ways. Either the Government does these things directly, of 
i ndirectly thr ough a stringent control over private enterprise, 

V KmFy— Q° vornmont Control of Eooaomio Lifo, 1930, pp. 11-20, 

"• t/UsEe, S. — Government in Business, 1035, p. 6. 
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We can sum up the modern view in the following words. “It 
came to be recognised that the State has duties other than the 
provision of an army, a navy, and police, and that defence of quite 
a different bind was necessary. The community as a whole must 
unite to enforce right against might ; to protect the economically 
weak against the economically strong, to prevent the exploitation 
of the poor by the rich, and to fight the evils of poverty and disease 
with their destructive effects upon the social and political order.” 1 

4. Functions of a Modern State. Different writers have 
offered different classifications of the functions of State. Adam 
Smith gave threefold classificationd (a) "The protection of society 
from the violeneo and invasion of other independent societies” ; (b) 
“the protection, as far as possible, of every other member of it, or the 
duty of establishing an exact administration of justice (c) and “the 
duty of erecting and maintaining those public institutions and those 
public works which, though they may be in the highest degree 
advantageous to society are, however, of such a nature that the 
profit could never repay the expense to any individual or small 
number of individuals.” 

J.S. Mill gave twofold classification : (a) Necessary functions 
providing security and Justice ; and ( b ) optional including all the 
other functions. 

The following classification of the main functions of the modern 
State may be considered as fairly acceptable : — 

(i) Protective functions. These functions include provision of 
security from external aggression and maintenance of law and order 
within the country. This is the primary function of any State. 

By some writers this has been called unproductive activity. 
But this is not quite a correct view. No doubt this form of aotivity 
does not yield any material or tangible return in the narrow economic 
sense, yet in a broad sense and indirectly the activity relating to 
defence may be called productive. Unless a country is properly- 
protected, no productive activity can be carried on. This aotivity 
is, therefore, essential to the carrying out of other activities of the 
State which are called productive. 

(it) Administrative functions. Besides the military and police 
force whose duty is the defence of the country, both internal and 
external, every Government engages and maintains a host of adminis- 
trative officials and agencies whose duty is to administer the various 
departments and subjects. The administrative functions relate to 
the carrying out of the routine work of the Government. 

iiii) Social functions. Under this head are generally included 
functions like the provision of relief for the poor, the sick and the 
unemployed. Social insurance including health and unemployment 
insurance and the granting of old-age pensions is now considered a 
very essential function of all civilized Governments. Very com- 
prehensive and ambitious schemes of social security, which aim at 

1. T homos, S. E — Elements of Economies, 1936, p. 699, 
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banning want and fear from among the masses, are on the anvil in 
most of the leading countries of the world. Besides these, the 
Governments of today provide museums, public parks, libraries, 
education, medical aid mid undertake the responsibility of providing 


decent housing facilities. 


word 


These functions do not pay in the narrow sense of the 
but are considered highly fruitful and productive from a broader 
point of view. They develop the natural and tlm Iwwmi resources - 
of the nation. 


(iv) Economic and Commercial Functions. In Economics we are 
mostly concerned with these functions. They concern all Govern 
ntcnt activity in connection with trade and industry. 

They include : “The facilitating, encouragement, regulation and 
control of business.” 1 


Let us study in greater detail where the Government interven- 
tion in business is essential and what forms it takes. - 

5. According to S.I5. Thomas State intervention in economic 
affairs is justified in the following cases 2 . 


• (i) When the business is of a monopolistic nature.. Whenever • 

thore is a monopoly there is a strong presumption of exploitation by 
the monopolist of the general body of the consumers. It becomes 
tho duty of the Government to prevent this exploitation and the 
abuse of monopoly power. The Government may have to exercise 
close supervision over the working of a monopoly and may have to 
go even to tho length of fixing the price of the monopolised.' product. 
The consumers are in a helpless state before a monopolist and the 
Government, as the guardian of the general interests, must intervene 
to protect them. 

(ii) Where private enterprise mould not be attracted. This generally 
happens when no return can be expected on investment, e.g., schools, 
hospitals and Toads. Such enterprises cannot yield handsome 
dividends and must, therefore, be undertaken by tbe community 
collectively. The Government must also, step in where private, 
enterprise is deterred, for no return may be expected in tbe present 
generation, e.g., in schemes of afforestation, anti-erosion sehemes, etc. 

(Hi) Where the economically weak require protection : The factory 
workers are in an extremely vulnerable position and must" bo pro- 
tected by suitable legislation against the all-powerful employers. 
This is especially tho case in sweated trades. 

(iv) Social monopolies or Public Utility Services. Railways, posts 
and telegraphs services, water supply and supply of electricity or gas 
are generally put under the category of public utilities, 'in such 
cases it is obviously uneconomical and undesirable that there should 
be competing con cerns supplying the service. Municipal or Govern- 

1. Thomas. S.E.—Eleincnts of Economics, 1D3C, p. CIO. 

2. Ibid, p. 605. 
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meat control over these services is essential to ensure a regular and 
oheap service. This is, therefore, a fit sphere for Government inter- 
vention. 

(t?) Where (ha consumer’s interest may be prejudiced . An average 
consumer is not considered competent to form a correct judgment 
about the quality or the purity of the commodity supplied to him. 

_ He is, therefore," not in a position to safeguard his interests. The 
Government must come to his aid. We, therefore, find that larva 
against adulteration are on the statute book in all countries. The 
Government intervention is considered essential for the protection of 
the consumers against the fraudulent practices of the producers. 

(ui) Where S'ate management and control arc dictated by political 
or social as well as economic considerations . The obvious examples 
are the supply of currency and the manufacture of armaments. It 
is now recognised that the issue of currency notes by private agencies 
is fraught with serious risks to the whole community. State control 
and regulation of currency are absolutely essential if the economic 
machine is not to be thrown out of gear. Similarly, manufacture 
and Bale of armaments cannot be entrusted to private enterprise 
without being a menace to peace and tranquillity in the country. 
Research on atomic energy is being kept a closely guarded State 
secret. 

6. Forms of State Intervention in Business. Let us now 

see how the Government aotivity is directed towards the assistance 
of trade and industry in the country. We may distinguish, broadly, 
the following chief methods of Government assistance or intervention 
jn business. 

(i) Facilitating, The Government provides innumerable facili- 
ties for business men without which it will be almost impossible 
for them to carry on. Among the important facilities may be men- 
tioned the provision of currency, meartB of communication and trans- 
port, fixing of weights and measures, passing of commercial laws etc. 
All these facilities provide the necessary framework for the carrying 
on of trade and industry. We, in India, are not very well equipped 
in this respect. Means of communication and transport are inade- 
quate considering the area and the size of tho population of the 
country. Banking and credit, too, are not well developed. This 
lack is in no small measure responsible for our economic backward- 
ness. , 

(ii) Encouraging. Provision of facilities mentioned above is hardly 
considered adequate in modern times. Such a passive attitude on 
the part o f the State cannot ensure a measure of prosperity which 
a country can attain. It is, therefore, felt that a Government must 
actively encourage business or economio activity in the country. 
The encouragement may take a variety. of forms. 

A suitable fiscal policy can go a long way to bring about an 
industrial prosperity in the country. The domestic industries may 
he protected against foreign competition by tho levy of import duties 
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or foreign imports may be regulated by means of a quota system 
which may limit the scope of foreign competition. The Government 
may directly encourage an industry by granting bounties or 
subsidies. 

Bilateral or multi-lateral trade agreements may be negotiated for 
the benefit of the country’s commerce. In recent years wo 
entered lato a scries of agreements with the U. K. and Japan although 
expert opinion in India was not convinced that these agreements 
were wholly beneficial to India. 

There are several other aids to industry which Government can 
supply, c g., provision of industrial education and research, industrial 
intelligence and statistics, financial aid either by loan or subscrip- 
tion to share capital or the purchase of debentures or guaranteeing 
a minimum return on capital. Tho Government can assure its own 
custom and undertake to make all store purchases from the home 
manufacturers. The Government can help tho industrialists in pur- 
chasing suitable factory sites at concession rates. These are sorno of 
the ways m which Government can encourage trade and industry. 
It is needless to say that a policy of active State encouragement 
and sympathy can bring about an industrial revolution within a 
generation. 

(tit) Regulating. State intervention is also essential to regulate 
business activity in tho country to curb tho undesirable and unsocial 
propensities of the entrepreneurs. Unregulated and unrestricted com- 
petition resulted in tho past in serious social evils whioh were enough 
to shock tho social conscience. The greed and tho selfishness of 
tho faotory owners in the early stages of the Industrial Revolution 
led to tho most callous treatment of the workers. The statesmen wore 
awakened to the dire necessity of State regulation of economio acti- 
vities of privato individuals. Factory Aots were passed. There are 
provisions in the law for the safety of workers in railways and ships. 
Compensation is granted for accidents, and schemes of social insur- 
ance arc in force in all leading countries. Minimum wages arc fixed. 
The interests of tho consumers are protected by the strict regulation 
of public utility services. 

(»«) Control In some spheres the States do not content them- 
selves merely with facilitating, encouraging and regulating business. 
They go further and institute a strict control over the economio life 
of the citizens. In the Fascist States of Germany and Italy State 
controls reached their farthest limit in peace time. * There was strict 
regimentation of both production and consumption. The people 
lia\ e now become fairly familiar with the system of economic con- 
trols during the war that _hos just finished. " Although tho war has 
ended the controls continue. There is exchange control, import 
and export control, control on prices and control on oapital issues. 
The economic activity of the community has beon muzzled. Such 
cri"b° la )ecomc e “' < ' ,,tia l when the nation is passing through a 
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(v) State. {Ownership. The most drastic form that State inter 
vention takes is the abolition of private ownership of . industry, 

; Bank of England and the British coal, industry are -going to be 
nationalised, In some oases it is considered that the interests of 
the nation at large will be served best if private enterprise is 
eliminated. The sooiety works to appropriate the profits in certain 
lines of ..economic activity so that these profits, instead of going 
to enrich : private individuals may, be spent for the benefit of 
the society in general. There is a strong trend nowadays towards 
collectivism or nationalisation. The superstructure of unfettered 
capitalism may bo seen crumbling in the oitadel of private enter- 
prise itself. 
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CHAPTER XLlV 


PUBLIC FINANCE 


J Importance of Public Finance. ‘Money makes the m*rc 
go’ is a very common saying. Every body realises the importance 
of tho necessity of money in nil he docs. A consumer is handicapped 
in the satisfaction of w ants by the lock of sufficient income. An 
entrepreneur cannot carry on production in the absence of adequate 
funds. 


If the importance of money is great to nn individual it is greater 
still to the Government. In tho previous chapter wo have seen tho 
many functions which we expect ft modern Government to perform. 
It is quite obvious that for the performance of these functions money 
is needed. The strength of a nation is reflected by its budget. The 
extent of State activity and its efficiency are primarily dependent 
upon the length of its purse. 

Wo often complain that educationally India is very backward, 
that tho system of medical relief is utterly inadequate and that agri- 
culture and industry in India are now on the most primitive lines. 
Why is it so ? Thoro n only one answer. Xo money. The amounts 
spent on beneficent services in ludn ate ludicrously low ns compared 
with civilised standards. With the meagre resources placed at tho 
disposal of tho nation-building departments, no spectacular progress 
can be expected. 'The revenue ol tho State,’ it has been said, ‘is tho 
State.’ Everything depends upon it. Ivautiiya, the earliest of Indian 
economists writing more than 2000 years ago, said : “The beginning 
of even- undertelring is finance." 1 

Apart from this, tho system of public finance in a country affoots 
tho entiro economio field. It is no longer considered as a mere means 
of raising State revenues. To use Colbort’s words, it is no longer con- 
sidered simply “tho art of so plucking tho goose as to' secure tho 
least amount of squealing,’’ On the other ; hand, publio finance is 
now regarded as a powerful instrument of social justice. It is emp- 
loyed by modern Governments to bridge, os far as possible, the gulf 
between the rich and the poor. An equitable system of finance would 
tax the rich and spend the proceeds in tho supply of such services 
which are calculated to benefit the poor primarily. These ulterior 
motives of publio finance have today assumed a very great 
importance. 


According to Dalton the most fundamental principle of publio 
finance is what he calls the Principle of Maximum Social Advantage,* 
Public finance operations effect a series of transfers of purchasing 
power. The tax transfers the purchasing power to the Government 
which is then transferred to the individuals whom the Government 


1. 

A 


Shiwa?, Fiadloy— Science ol' Public Finance, 1U36, Vol I, n. 2 
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makes the payment such, aa Government contractors and Govern- 
ment servants. The one aim underlying all these transfers is the 
attainment of Maximum Social Advantage. The tests of Social 
Advantage, according to Dalton, lie in the preservation of the 
community and the improvement of both Consumption and 
Production. 

, To an economist who is primarily concerned with the promotion 
of human welfare, the importance of the study of public finance is 
indeed very great. 

2. What is Public Finance ? But what do we exactly mean by 
tbo science of Public Finance and what is its scope or subject matter ? 
In Public Finaoco wo study how Governments raise their revenues 
and how they spend thorn. In the words of Armitago Smith, “Tho 
investigation into the nature and principles of State expenditure and 
State revenue is called Publio Finance .” 1 

But the science of Public Finance, as it is understood to mean 
these days, is not merely concerned with public expenditure and public 
revenues as Buoh. Its scope is much wider. It inoludes the study 
also of the system of financial administration, i.e., budgeting, auditing, 
etc. A definition which is nearer the truth is that “Public Finaneo 
deals with the provision, custody and disbursement of the resources 
. needed for the conduct of publio or governmental functions . 1 ’ 2 

Tn the words of Beatable, “Public Finance deals with expendi- 
ture and income of public authorities of the State, - and their mutual 
relation as also with the financial administration and control." 

Broadly speaking, therefore, tho study of the scionco of Public 
Finance may bo split up into tho following main divisions 

(a) .The classification of, and the principles underlying, public 
expenditure 

{b) The methods of raising public revonues and the principles 
of taxation ; x 

(c) Financial administration including the preparation and 
sanctioning of the budget, auditing, oto. *, and 

(d) Public Debt — a study of tho principles and methods of 
public borrowing. 

3. Distinction Between Public Finance and Private 
Finance. 3 Before wo Jaunoh on tho study of Publio Finance it may 
not be without interest to note some differences between tho Govern- 
ment finance and that of an individual. It will help us to under- 
stand the difference in the method of approach of a Government as 
well in the aim of public authority as distinguished from that, of an 
individual. 


1. Arcaifcngo Smith — Principles and Methods of taxation, 1935, p. 14. 

2. Lutz, Harley Loist — Publio Finaneo. 1036, p. 3. 

3. For a fuller discussion see Findlay Shirrns— Principles of Publio Fin 
unoe, 1038, Vol. I, Ob, IV. 
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1. Adjustment of income and expenditure. To an individual we 
preach “cut your coat according t-o your cloth”. But the Govern- 
ment first settles the dimensions of the coat and then proceeds to 
arrange for the cloth required. Cu other words, the individual must 
live within his income, i.e., he must adjust his expenditure to his in- 
come. On the other hand, the Government first prepares an esti- 
mate of expenditure and then devises ways and means to raise that 
sum, i.e., thejGovernment, unlike the individual, adjusts its income 
to expenditure settled beforehand. 

Tiiis, however, is not always true. The individual, too, some- 
times first takes a note of his obligations and commitments and then 
tries to work up his iucome to the requisite figure. Ho may have to 
work harder, work over-time and do his best to raise his income to 
his expenditure. A doctor may sit longer at his place of business; 
a lawyer longer at his desk and a teacher may take up private 
tuitioa work. Thus each tries to make his both ends meet. An 
individual must also try to balance his budget. ' Thus it is not al- 
ways correot to say that an individual cuts his coat according to his 
cloth. He also sometimes knows the size of the coat and must -some- 
how find the cloth. 

In the same manner, the Governments also, sometimes, act like 
the individuals in adjusting their expenditure to in come. When 
the Government realises a surplus, it may decide to increase expendi- 
ture in certain desirable directions. The Punjab Government has 
had a series of surpluses and it became more generous to its em- 
ployees and granted liberal dearness allowances, revised the scales of 
pay, and also created now speoial funds like Peasants’ Welfare Fund, 
Special Development Fund, etc. The East Punjab Government has 
inherited a portion of these funds. Also, when the public revenues 
shrink, then the Government tries to bring about a corresponding 
reduction in its expenditure through a policy of retrenchment. 

Bub, on the whole, we can say that there is a real difference in" 
the approach towards the problem of finance between an individual 
and the Government. The individual ordinarily knows his income 
and he must arrange his scheme of expenditure accordingly. The 
Government, on the other hand, first oalls for au estimate of ex- 
penditure from the various departments, settles the total expend!- 
• ture and then levies the taxes accordingly. 

2. Period of time. For the public authorities, the unit of time 
for the budget is one year. But the individual attaches no speoial 
sanctity to the period in which the earth revolves round the sun. 
He need nob balance his budget by a particular date or during a 
given period. He goes on earning and goes on spending and few 
householders keep their accounts by the year. Sometimes they go 
on having surplus from year to year and at other times for years go 
on living on past savings. No doubt the Governments, too, some- 
times realise surpluses for years and keep them for future use, and 
sometimes they have to make up by borrowing for a series of deficit 
budgets. But this cannot go on. Abnormal times apart, the Govern- 
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ments must try to balance their yearly budgets. They work by the 
year which the individual generally ignores in his financial arrange- 
ments. 


3. No internal borrowing for an individual. In their resources, 
too, the Governments and the individuals differ. When hard pressed 
the Government can borrow both at home and abroad, t.c., it can 
raise either an internal loan or an external loan. But the individual 
can only borrow from others and not from himself. The only way 
open to him is external loan but no internal loan. True, if ho keeps 
two separate bank accounts for two purposes, ho may temporarily 
draw upon a different bank account. But by no stretch of imagina- 
tion can we call it a loan, 

4. Inflation, a 'peculiar privilege of the Government. There is 
another source of income open to a Government. Tt can have resort 
to the printing press. AH belligerent, Governments, more or less, 
printed currency notes to meet the huge war expenditure. Tho 
Government of India did it more than tho Governments of U. K. and 
the U.S.A. During the war (1914-18) Germany almost ruined itself by 
the reckless issuo of currency. When tho Government feels that tho 
taxable capacity of tho nation is over-strained and publio debt has 
been shaken a bit, it can use this ‘hidden hand’, wavo tho magic wand 
and oreato monoy. Can the individual do it ? Not unless he is 
prepared to go behind tho bars. 

5. Equalising Marginal Utilities. We havo seen that according 
to Law of Equi-Marginnl Utility, every individual so tends to arrange 
his expenditure that ho gets* the same marginal utility from over}’ 
unit of monoy that he spends. For this purpose ho consciously weighs 
the utility of buying a commodity and the utility of parting with the 
money. But when the Government, an impersonal entity, spends 
monoy such conscious weighing is not possible, for utility is subjec- 
tive. But this does not mean that public expenditure is indiscrimi- 
nate. Here also we may say that the Finance Minister does roughly 
try to get tho same marginal utility from public expenditure for the 
community as a whole. As a custodian of public interests ho may 
spend public funds on works of greater utility than thoso of less 
utility. But the subjective element is less prominent in publio 
finanoo than in individual finance. 

. pcEberate and big change << in Public Finance are Easier. For 
an individual big and deliberate changes either in income or in ex- 
penditure. are not so easy. Every body likes to supplement or 
double bis income. But 'how many can do it ? In the samo man- 
ner departure from the set expenditure is difficult. A man gets used 
to a certain standard of living which does not admit of easy altera- 
tions, and. adjustments. Any consideration of curtailment of expendi- 
ture is painful. Bub the Governments are in a much better position 
to make big and fundamental ohnnges in the scheme of public in- 
come and public oxpendituro. If a socialist party comes into power, 
it will surely make revolutionary changes both in the State incorao 
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and State expenditure. The individual finance 1 total thin ri-wtieitv 
..r adaptability. 

7. Provision for (he Future. In the matter of providing for 
the future the Government is much more liberal and far-sighted. 
J’hc statesman ift.'i trustoo for the futute ,;enr rations Tho Govern- 
ments spend large amounts of money on schemes of afiorestntion, 
public works oi social security schemes on which either there may 
bo no monetary return or the return mivv bo del wed for generations. 
The Mundi-Hvdra Electric Works havo been running at a loss. Tho 
individuals, on the other hand, are anxious to reap quick returns. 
Human life ib bo uncertain that some individuals discount the future 
nt a very heavy rate They cannot look b«yond their noses some- 
times, Few can take much interest in their descendants beyond a 
certain line, endow merit insurance policies are more popular than life 
policies. But tho community outlists tho individual. It exists in 
perpetuity. Hence the ht U> s .in' bound to make a solid provision 
for tho future. 

8. Surplus budgeting is a virtue for an individual but not for the 
State. A prudent individual inufit earn more than ho spends. He 
must have a surplus budget and save. Far an individual this is 
considered n necessity anil a virtue. But for i State it is not bo. 
Deficit budgets are bad and indicate unstable finance. Surplus bud- 
geting, however, Is not necc“s irily a virtue. It m iv mean that tho 
level of taxation is kept utmccevs inly high and public expenditure 
is kept unduly low Certain departments, tho beneficent and nation- 
buildmg departments, may be starved. The Punjab has enjoyed a 
series of handsome surpluses. I he times were abnormal. The reve- 
nue side swelled in some cases to an unexpected extent. Care seems 
to have been taken to keep the ixpenditurc within reasonable limits. 
This husbanding of tlio resources has been a wise procedure. It 
would havo been certainly unwise to launch on certain ambitious 
schemes of public expenditure when tho times wxire so uncertain. 
This is all right. But tho point is tiiat to make a surplus budgeting 
a normal feature is not good finance. Wo should not make a fetish 
of a surplus. If big surplus recur from year to year, it is better 
cither to give relief to the tax-payer or to increase the scale of social 
expenditure. 

9. Individual finance is shrouded in mystery. Secrecy surrounds 
individual financo. Ever,’ man of money must avoid tho unwelcome 
gazo of othors. Individual credit is supposed to depend not on what 
a man has but ou what he is supposed to bavo. Ho must keep 
tho people guessing and try to give them somo vague and exaggerated 
idea about his financial position, Bat publicity, on the other hand 
is the essence of public finance. Budgets are published and widest 
publicity is given to thorn. Publicity is intended to strengthen, 
rather than weaken, public credit. 

These aro some of the features which distinguish public finance 
from individual finance, 
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(m) Increase in National Wealth and the Ilighn Standard^ of Liv- 
ing w There 1ms been almost a continuous improvement in agriculture, 
trade and industiv in even' country, though in some countries liko 
India it has been painfully slow. There lint- been a steady increase 
in tho per capita income and consequently an improvement in the 
standard of living There has aho been a corresponding improve- 
ment in public revenues nnd public expenditure. Rich peopm, 
rich State, 

(ft } War and Pracnlion of War. We know it to our cost now 
how costly a modern war is Englnnd was spending £ 15 million 
daily in this war. The ingenuity of the scientists is being exorcised 
to the utmost to devise the speedier and more powerful weapons of 
destruction which nko happen to be moro costly. Ono atomic bomb 
costs a huge amount of money. AH nations nra now feverishly 
carrying on research iu ntomio energy. Even when the war is not 
on, large amounts aro spent in prepniing for it and adopting means 
to prevent it. Tho possibility of a third war is being mentioned and 
it must be vastly more costly. War has been ono of tho main factors 
responsible for increasing public expenditure. 

(v) Incidence of Democracy. In a democratic State there are several 
political parties and each party is anxious to enlist the support of the 
people. Tho supporters clamour constantly for concessions and 
benefits, at the expense of public funds. From every corner of tho 
country and from every section comes tho call for more and moro 
amenities— more education, more medical aid, moro roads and so 
on. Ministers are asked by tho people to open colleges in their 
home districts. Tho Governments have thus been pressed by the 
democratic forces to take upon themselves moro and more functions. 
Tho Government functions have, therefore, increased both intensively 
and extensively. Tho old functions aro being performed more 
thoroughly and many new functions are being undertaken. “Expendi- 
ture depends on policy,” remarked Disraeli in 1SG2. In a similar 
vein, Lowe says : "Finance is the band-maid of publio polioy.” The 
publio policy in modem times is to extend tho sphere of Government 
activity. 

Wagner has propounded a Law of Increasing State Activity. 
In the ease of many services the public agency is considered more 
efficient and dependable and inspires greater confidence than private 
agency. Governments have come to provide more and more of what 
are called indivisible benefits, schemes of public health, education, 
effective maintenance of law and order, publio liabraries, museums, 
art galleries, public parks, etc. All this is bound to increase publio 
expenditure, 

. ^’*1 Defective Financial and Civil Administration. Not a small 

increase in public expenditure is due to defective financial and civil 
administration. Duplication and unnecessary multiplication of 
governmental agencies is not uncommon. Wrong allocation of re- 
sources and functions also leads to extravagance. A lax control over 
public expenditure swells it to an unnecessary figure. 
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The above are the chief factors which account for the fact of 
constantly mounting up of the public expenditure. 

6. Canons of Public Expenditure. Just as there are well known 
canons of taxation, similarly it is possible to formulato some ca- 
nons or principles to which a prudent Government expenditure should 
conform. 

(i) The Canon of Benefit. It is absolutely necessary that all public 
■ expenditure must satisfy one fundamental teat, viz., of Maximum 
Social Advantage, Every -rupee spent by the Government must 
have as its aim the promoting of the maximum advantage of the 
society as a whole. Care has to be taken that public funds are not 
utilised for the benofit of a particular group or section of society. 
It should not discriminate as between different sections of the com- 
munity. The aim is the General welfare. The Government exists for 
the benfit of the governed and the justification of the Government 
expenditure is, therefore, to be sought in the benefit of the community 
as a whole. 

(ii) The Canon of Economy. Although the aim of public expendi- 
ture is to maximise the social benefit, yet it does not exonerate 
the Government from exercising utmost economy in its expenditure. 
Economy does not mean niggardliness. It only means that extra- 
vagance and waste of all types should be avoided. Public expendi- 
ture has great potentiality for public good but it may also prove 
injurious and wasteful. In tlio words of Coleridge, "The sun may 
draw up the moisture from the river, the morass, and the ocean to 
bo given back in genial showers to the garden, th6 pasture and the 
cornfield ; but it may likewise force away the moisture from the 
fields of tillage, to drop it on the stagnant pool, the saturated swamp, 
or the unprofitable sand waste. 5 ’ 1 Thus if revenue collected from 
the tax-payer is heedlessly spent, it would bo obviously uneconomi- 
cal. Economy docs not merely imply that scrutiny and control are 
to be exercised bn tho'expenditure side only. Utmost care has also 
to be taken to develop the revenues of the- State. For if the depart- 
mental receipts are increased, the department may be given a smaller 
grant. This will mean economy in expenditure. 

To satisfy the canon of economy it will be necessary to avoid all' 
duplication of expenditure and overlapping of' authorities. Also ' 
public expenditure is not intended to replace private expenditure 5 
otherwise it will be transgressing the bounds of economy. Further, 

1 public expenditure should not adversely affect saving ; it should not 
compel the people also to spend more or impair their capacity 
to save. In case Government aotivity damaged the individual’s 
will or power to save, it would be repugnant to the canon of 
economy. 

(Hi) The Canon of Sanction, Another important principle of public 
expenditure is that before it is actually incurred, it should be sano- 
tionod by a competent authority. Unauthorised spending is bound 

— — i— ______ 

1. Mtiogtcgor — Public Aspeots* of Finance, 1939, p. 67. 
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to lead to extravagance and over-spending. Financial procedure in 
every country lavs down tliut an amount must be sanctioned before 
it is spent. It also means that the amount must be spent on that 
particular purpose for which it was sanctioned. The amount is 
sanctioned not in the name of a particular official or department 
but for a particular purpose and it can be spent for no other purpose. 
The same applies to loans. The Provincial Governments in India 
had no independent powers of borrowing in the days of pre-Mont 
ford Reforms. The sanction may be accorded in the annual budget 
which is passed by the legislature of the country or a sanction mar' 
have to he obtained from the immediate officer. But sanction is 
invariably necessary. This ensures automatic scrutiny and super- 
vision over all items of public expenditure. Allied to the canon of 
sanction, there is another, t'ir., auditing. Not only is a previous 
sanction of public expenditure essential but a post-mortem examina- 
tion is equally imperative. All the public accounts at the end of 
year should be properly audited to see that the amounts have not 
been mis-spent or misappropriated and that the various authorities 
have not exceeded their powers. 

(tt*) The Canon of Surplus. It remains a sound system of public 
finance, as of private finance, that an attempt must be made to 
balance the budget and to make both ends meet. It is not necessary 
to realise big surpluses from year to year. That will not he good 
budgeting either. But what is wanted is to avoid ever-recurring 
deficits. A country whose budgets show a state of chronic deficits 
will find that its credit in the money market is gone. It, will 
experience difficulties in raising loans and may have' to offer 
exorbitant rates of interest. It is considered a sign of financial 
weakness. If a country is to maintain its financial credit and 
stability unimpaired, it must keep its budgets properly balanced. 
A series of deficit budgets are bound to shake public confidence a jid 
seriously impair its borrowing capacity in the eyes of other nation a. 

(v) The Canon, of Elasticity. . Another sane principle of public 
expenditure is that it should be fairly elastic. It should be possible 
foi public authorities to vary the expenditure according to the need 
of circumstances. A rigid level of expenditure may prove a source 
of trouble and embarrassment, in bad times. Alteration in .the 
upward direction is not difficult. It is easy, rather tempting, to 
increase the scale of expenditure. But elasticity is' needed most in 
the downward direction. It is not so easy to cut down expenditure. 
When the economy axe is applied, it is a very painful process.- 
Retrenchment of widespread character creates serious social dis- 
content. It is very necessary, therefore, that when soale of public 
expenditure has to he increased, it should be increased gradually. A 
short spell of prosperity should not involve public authorities in long- 
term commitments. Public authorities should not saddle themselves 
with permanent obligations of a character that they may not be able 
to meet. _ Perfect elasticity is out of the question. 'But a fair degree 
of elasticity is essential if financial breakdown' is to be avoided afc- 
tne time of shrinking revenue. - , 
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(vi) No Adverse Influence on Production or Distribution. It is 
also necessary to see that public expenditure should exorcise a 
healthy influence both on Production and Distribution of wealth in 
the community. It should stimulate productive activity so that 
tbo volume of production in the country increases and it may be 
possible to raise the standard of living. But this object of raising 
of the standard of living of the masses will be served only if wealth 
is fairly or evenly distributed. If tho newly created wealth goes to 
enrich the already rich, tho purpose is not served. Public expendi- 
ture should aim at toning down the inequalities of wealth distribu- 
tion. We shall study presently the effects of public expenditure on 
production and distribution of wealth. 

7. Public Expenditure in India. 1 Public expenditure in India 
follows the usual fmauoial procedure. The budgets are oarofully 
prepared and formally passed. All expenses have to be sanctioned 
before they can be incurred. The accounts are also properly audited. 
There is the Public Accounts Committee of the Indian Legislature 
which makes sure that the amounts are faithfully spent m accord- 
ance with tho appropriations. Tho financial credit of India also 
stands very high as Indian budgets are normally balauced budgets 
and India has nover dotaulted in' its obligations. There are aho 
few glaring instances of extravagance. We may dispute the propriety 
of certain expenditure but tiio amounts sanctioned are carefully 
spent. Wo may, therefore, say that tiuancial organisation in India 
is well-laid and the necessary formalities aro meticulously gone 
through. 

But we cannot give an ail-round good obit to our publio 
authorities in tho matter of public expenditure. Tho canon '’‘of 
economy is infringed inasmuch as the poorest country in the world 
maintains tho costliest civil service. Our per capita income is Rs. 05 
but we vie with others and excel them m paying high salaries to 
our officials. Japan whoso per capita income is at least twice as 
high, pays equivalent to Rs, 002 per month to tho Prime Minister ; 
President of the U.S.A. gets equivalent of Rs. 17,002 ; British Prime 
Minister Rs. 11,000 nearly. But tho Governor-General of India 
receives Its. 21,000 noariy. 

Our defence expenditure even afow years before tbo war (1939- 
45) broke out was tho highest in tho world. Normally tho defence 
services in India absorb 25% oi our total revenue. The Indian 
Statutory Commission pointed out that Lidia's defence expendituer 
was between two to throe times as groat as that of the wholo of the 
rest of the British Empire outside Great Britain. 

Tho net result of high military expenditure and top heavy 
administration is that the bulk of our l avenues are consumed merely 
in running the Governmental machinery and not much is left for 
beneficent activities. It has been estimated that only 12% is spont 
on nation-building departments and 88% m running the Government. 

1. See our Indian Economics, 1045, p. 662. 
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e.g., education. 

(iii) Partial return, e.g., educational fees. 

(iv) Full return, e.g., public utility services and commercial 
enterprises. 

VI. Dalton’s Classification of public expenditure is— grants and 
purchase price. In case of grants, tbe Government gets no tangible 
return, e.g., old-age pensions, poor relief, etc. In case of purchase 
price there is a direct quid pro quo, e.g., salaries paid to Government 
servants. 

VII. Adams gives a functional classification of public expendi- 
ture as follows : — 

(i) Protective Expenditure, e.g., on army, police, etc. 

(it) Commercial Expenditure incurred in facilitating, encourag- 
ing, regulating and controlling business or in direct commercial enter- 
prises by the State. 

(Hi) Developmental Expenditure, e.g., on education, housing, public 
health, public works, collection of statistics, etc. 

VIII. Transfer or non-transfer Expenditure. This classifica- 
tion is of recent importance, * Transfer’ expenditure merely transfers 
the purchasing power or redistributes the tax proceeds, e.g., payments 
of interest on public loans, old-age pensions, unemployment benefits, 
etc. 

The * non-transfer’ expenditure does not merely redistribute the 
purchasing power. It is consumption expenditure. Pigou callsgt 
exhaustive or real expenditure. The examples of such expenditure 
are civil administration, defence and payments to the foreign bond 
holder. In all these cases the Government appropriates to itself a 
part of the community’s resources, for they are actually used up by 
the Government. This does not happen in the case of transfer ex- 
penditure which does not in any way touch the community’s re- 
sources. " _ , 

IX. ' Primary and Secondary. This is quite a popular classifi- 
cation and logical too. Under the primary expenditure we shall 
place Defence, Law and Order, Civil Administration, Debt Services, 
eto. The secondary expenditure will include that on social services 
and developmental functions. 

9. Effects of Public Expenditure on Production. An idea 
prevails in some minds that publio expenditure makes no contribu- 
tion to national production. It is a negation of it. It is believed 
that money spent on public expenditure is a subtraction from the 
national income which is a 1 source of all productive power in the 
community. This is an erroneous belief. The fallacy lies in this 
that it is believed that money taken away by the Government for 
publio expenditure just vanishes from the community, whereas that 
is not so. The money is there, only instead of being spent by the 
owners of it, it is spent by the Government and if it is wisely spent 
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it has immense potentialities to increase the productive p6wer of the 
community as we shall see presently. 

But there is another type of public expenditure which some 
people say is certainly unproductive and they feel themselves on 
surer grounds. This expenditure is on the war or the preparedness 
of war — money spent on armed forces, military equipment and arma- 
ments. The soldiers and the sailors are withdrawn from productive 
employment. The materials like coal, oil, rubber, eto,, which should 
have been employed productively are just destroyed in war. There 
is thus a semblance of truth in the belief that war is destructive 
rather than productive. , 

This belief, however, is not entirely correct. Military expendi- 
ture, if not over-done, does indirectly assist production by securing 
to the community an ordered economic life. Actually it is over-done 
and a great deal of military expenditure may be regarded as unpro- 
ductive. Also, we have to admit that a short and successful war 
may biing to the nation much economic gain, by securing some eco- 
nomic privileges. In the same manner by preventing an invasiou 
of the country, the armed forces may enable the community to avoid 
an economic loss. Thus the military expenditure may be considered 
indirectly or broadly productive. 

Most of the public expenditure is productive directly or indirectly. ' 
The Governments, in every country, are running commercial enter- 
prises whioh are directly productive. The Indian Government has 
Created solid and lucrative assets m the form of canals and railways, 

The State industries make a direct contribution to production in the 
community. In the same mannei schemes of reclamation and re- 
forestation are also directly productive. 

A great deal of public expenditure is, however, only indirectly 
productive. In this connection we may consider the effects of public 
expenditure on ' 

(a) Power to work and save ; 

(l>) Will to work and save ; and 

(c) Diversion of resources as between employments and loca- 
lities. 

As for (a) i.e., power to work and save, it may be pointed that ^ 
much of the socially desirable public expenditure incurred by modern 
Government undoubtedly increases the community’s productive 
power and consequently, also the power to save. Such expenditure 
includes provision of means of communication and transport, edu- 
cation, public health, scientific and industrial research, controlling 
of human, animal and plant diseases and expenditure on social in- 
surance, like health insurance, unemployment insurance and old- 
age pensions. 

As for the will to work and save much depends on the character 
of pnblic expenditure and the policy governing it. By giving the 
people expectation of future benefits from public expenditure, it may 
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blunt the edge of the desire to work and save. The granting of old- 
age pensions, insurance against sickness and unemployment and 
provision of education at State expense must make the people indiffer- 
ent towards tho future and make them neglect saving. This is bound 
to affeot adversely exertions in tho present. People will • work less. 
But if such expenditure is kept within - proper limits and if it 
helps the really helpless, the check to work and saving may bo 
mitigated. 

Regarding the diversion of resources as between employments and 
localities the public expenditure may have distinctly a beneficial 
effect on production. Through the system of bounties . and subsidies 
tho Government may succeed in diverting resources to hitherto neg- 
lected channels and thus create new industries. Jn the same manner 
by spending mohey on the development of' backward areas Govern- 
ment may add to the total production in the country, A wisely con- 
ducted policy of public borrowing stimulates saving and the habits 
of investment in the community which is certainly beneficial to pro- 
duction. It also diverts resources into channels which may add 
considerably to the wealth of the community. 

We may thus safely conclude that public expenditure exerts a 
very wholesome influence on production. It assists production in- 
directly by adding to tbo power to work and save, Rnd by a healthy 
diversion of resources. This is besides taking up directly tho work 
of production through State enterprises. 

Wo must, however, give a warning that public expenditure too 
is subject to tho Law of -Diminishing Returns. If it is carried beyond 
certain limits, it may add little or nothing to the productive power 
of community or the social benefits desired. 

10. Effects of Public Expenditure on Distribution. Public 
expenditure has a very wholesome influence on the distribution of 
wealth in the community. It can oven out tho steep inequalities of 
incomes. It is an admitted fact that the benefit to the poor from 
State organisation is greater than to the rich. A rich man can protoct 
himself. He can arrange for his own education and medical relief. 
But a poor man is helpless. It is, therefore, tiie poor man wlib bene- 
fits most from the State activity. To this extent the State expendi- 
ture seeks to bridge the gulf between the rich and poor. 

There is a certain expenditure which benefits the poor exclusive- 
ly and pflmarllv, c.g., poor relief, old-ago pensions and unemployment 
and sickness benefits. Tho benefits derived from such social services 
rendered by the State for the benefit of the poor may be regarded as 
a net addition to their income. And when we remember the revenue 
is obtained by taxing the rich, the conclusion is inescapable that 
inequalities of wealth distribution have been reduced to some 
extent. 

But much depends, here again, on tho character of public expen- 
diture and tho policy underlying it. Just as there are proportional, 
progressive and regressive taxes, in the same manner the Government 
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grants may also be proportional, progressive and regressive. If public 
expenditure is really to make the distribution of wealth more even 
and fair, it must be progressi ve. It must be according to ‘ability to 
receive’ (corresponding to ‘ability to pav’in taxation). Corresponding 
to the principle of minimum sacrifice in taxation,. there is the princi- 
ple of maximum benefit in public expenditure. Public expenditure 
must bo so arranged ns to confer a maximum benefit on the commu- 
nity as a whole. This is the guiding principle. Judged in this light 
we can see that expenditure on debt services is regressive because it 
gives more income to the nlroadj' rich. Granting of old-age pen- 
sions and benefits of social insurance 'are progressive. If the Govern- 
ment subsidises the production of commodities largely consumed by 
the poor, is it progressive otherwise regressive. 

We have also to consider the reaction of public expenditure 
on individual income. If a Government, grant reduces the desire 
to work and save, it may lead to reduction of incomes of the 
beneficiaries. In this case the inequalities of wealth distribution are 
not reduced. 

On the "hole, pubFc expenditure in modern times tends to 
make the distribution of wealth in the community more equitable. , 
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CHAPTER XXXXY 
PUBLIC FINANCE— (Gontd.) 

, PUBLIC REVENUE 

Introduction. In the last chapter we discussed the prin- 
ciples of public expenditure. We have seen that public expenditure 
• has enormously increased in recent times, among other reasons, 
because the functions of Government have increased both intensively 
and extensively. Fot the performance of these functions Government 
must have an adequate income. 

Has the State needs aj its own 1 No, the State has no needs which 
i t can call its own apart from those of the individuals. The modern 
political scientist has long discarded the Hegelian coneeption of the 
State which regarded State as possessing a personality distinct from 
the personalities of the citizens forming it. The state is composed 
of individuals and the State exists only for fulfilling the common pur- 
poses of the individuals. It exists for them and it is to their needs 
that State must administer. If, therefore, State needs funds, it Is far 
the performance of the functions or for rendering the services which 
its citizens need. 

Let us, therefore, proceed to study the sources of public income 
and the principles on which a good tax systems rests. 

f 2. Classification of Public Revenue. Different classifications 
of public revenue have been offered from time to time. Adam Smith 
divided public revenue into two parts (t) derived from the property 
of tlio sovereign and (2) from incomes or properties of the people. 
This classification is obviously out-of-date, for a complete separation 
has been effected between the sovereign and the State. Tho sovereign 
has to be content, with a moderate Civil List. He may have purely 
p-rsonal income which does not come into the coffers of the State. 
A modern State doi-ivea the bulk of its income from taxation. 

Adams classifies public revenues as follows : — 

U) Direct Revenue . Government’s own income, i.r., from public 
domains, public industries, gratuities, gifts, confiscation and indem- 
nities, 1 

{«) Derivative Revenue. « This is income derived from the peo- 
ple's incomes. This revenue is derived from taxes, fees, assessment, 
fines, penalties. 

hiii Anticipatory Revenue. This consists in taking into account 
the future income. It consits of loans and tho proceeds of treasury - 

bills. 

But it should be remembered that income from loans is not gen- 
erally considered a part of public revenue. Aa commonly understood 
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the public revenue consists of State income from State domain, indus- 
tries, etc., and taxes. ■ 

Seligman’s classification of public revenue is: 

(i) Gratuitous, e.y., gifts. 

Contractual derived from State property and industries. 

(Hi) Compulsory, e.g., taxes, fees, assessments, etc. 

There is still another classification popular on the continent, 

‘ 

Ordinary Revenue? and Extraordinary Revenues or, what is the 
same thing. Regular and Irregular Revenues. ' • 

In the first category we shall put revenue from State' property. 
State industries and taxes of all kinds ; and to the second group will 
belong income from loans, fines, indemnities, gifts, etc. 

A classification which has received much attention in recent 
times is as follows: — - ' - 

(i) Tux Revenue : i.e., revenue derived from- various forms of t 

taxes, taxes on income, taxes on property, taxes on production, con- 
sumption', sales tax, etc. * ' ' ' , 

(it) Eon-tax Revenue : derived from State property and.State in- 
dustries, fees, contributions, special assessments,, tributes, , loans, 
etc. ‘ , . ' . 

The most important source of public revenue in modern times is 
taxation. In Tndia nearly two-thirds of the ordinary revenue 
is 'derived from taxation and a little over 30% from Govern- 
ment undertakings. 1 . .. 

We must remember that attempts at classification have.. purely 
acadernic interest with little or no practical value. ' In India, the 
sources of revenue are classified as Central including income-tax, 
.customs, central excise duties, 'opium, salt, posts and telegraphs, 
railways and corporation tax ; Provincial including land revenue, 
forests, registration, stamps, excise and a portion of incoufe-tax ; 
and Local including octroi duties, taxes on vehicles, trades, profes-" 
sions, water rate, house-tax etc., for Municipalities and provincial 
rates and grants for District Hoards. 

3. Different Sources of Public Revenue Distinguished., We 

have seen that the' most important source of public revenue is 
taxation. But taxation revenue takes several forms. It consists of 
taxes, fees, price, special, assessments, rates, etc. Let us distinguish , 
between all these. : , 

Tax. Piehn defines taxes thus '.—“Taxes are general compul- 
sory contributions of wealth levied upou persons, natural 'or 
corporate, to defray the expenses incurred in- conferring a common 
benefit upon the residents of the State.” 1 .This definition brings out 

. ; • *■ h'iiidlay Sliinwi, ?cfenceoTFu ijli? TTnanpo |7. 201. 

2. I’lphn— Introduction to Public Ki'nanro, IP21, p. oil. 
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the true nature of n tax. The essence of a tax is (a) that it is a 
compulsory levy under certain conditions, and (6) it is meant for 
the general purposes of the State. The individual cannot expect 
that the State should render him a specific service in return for the 
tax paid by him. If I pay income tax, I cannot claim in return 
.that the State should post, a policeman at my gate during night to 
protect my property which is a source of income to mo. This does 
not mean that State undertakes to do nothing for tho taxe3 that it 
receives fiom the people. Tho State carries on tho general 
administration and confers a lot of benefit on the community. But 
these are common bonofits meant for ail and not any special benefit 
meant for the particular tax-payer. There is no direct quid pro quo. 
Tho taxes are intended to meet the general expenses of tho Govern- 
ment which aic meant to confer a common benefit without any 
reference at all to special benefits. 

In the words of Taussig, “The essence of a tax as distinguished 
from other charges by Government is the absence of any direct quvl 
pro quo, between the tax-payer and the public authority.” 1 

Fee. It is also a compulsory payment made by those who 
obtain a definite service in return. The fee is intended to coverji 
part generally of tho cost of the service rendered. It is never more 
than the cost of service. Also, some public purpose is prominent in 
the service rendered. The obvious example is of the educational 
fees. In the words of PI elm, “A foe may be defined as a compulsory 
contribution of wealth made by a person, natural or corporate, 
under the authority of public power to defray a part or all of the 
expenses involved in some action of tho Government which while 
creating a common benefit also confers a special benefit, or one that 
is arbitrarily so regarded.” In short, a fee is charged for a special 
service which is rendered primarily in public interest. A licence 
fee, however, is much more than the cost of service and there is not 
much of a positive service in return. 

Price. Prices are also paid for special services rendered by the 
State. But the difference between a fee and a price is this that in a 
fee a public interest is prominent, whereas price is a payment of a 
Service of business character, e.g:, charges for travelling on State 
railways. You can escape the price by not purchasing a service. 
Price also differs from a tax. A tax is paid for a common benefit, 
whereas both fee and prices are for special benefits. When public, 
authority sells a commodity or renders a service, tho charge made on 
tho consumer, who avails of the service or buys a commodity, is 
called a price. 

Special Assessment as defined by Professor Seligman is “a com- 
pulsory contribution levied in proportion to the special benefit 
derived to defray the cost of a specific improvement to property 
undertaken in the public interest. Suppose tho Government builds 
a road or makes suitable drainage arrangements, all thp t property in 

", ' 1. Taussig— Principles of EconoiroceTch. LX VI,T.~ " ~ ~ 
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the neighbourhood will appreciate in value. The State Ima a right 
to appropriate a part of this unearned increment. The tax imposed 
for the purpose is called a special assessment. These assessments 
are intended to cover a part of the extraordinary expenditure ineuN 
rtd bv the public authority in this connection. They are levied on 
property proportionately to' the benefit conferred. Seligman analyses 
the essence ot a special assessment thus : — (a) There is the element 
of special purpose . ; (b) The special benefit is measurable ; (c) These 
assessments are not progressive but proportional to the benefit re- 
ceived ; (d) They are for specific local improvements ; and (e) They 
provido for the capital account to increase, as it were, the permanent 
plant of the community. Unlike a fee there is an element of coer- 
cion in special assessment. 

Bales. They are levied by local bodies, Municipalities and 
District Boards* for local purposes. They are generally levied on 
immovable property of the residents but not necessarily for any 
special improvements effected or special benefits conferred. The 
rates generally vary from locality to locality. 

4. Classification of Taxes. Taxes have been variously classi- 
fied and some classifications are given below : — 

T. Taxes may be proportional, progressive, regressive and de- 
gressive. 

Proportional Tar. A proportional tax iB one in which, whatever 
the size of income, same rate or same percentage is charged. If all 
the tax-payers have to pay 1% of their income as tax or pay ."5 pies 
in the rupee, then it is a case of proportional taxation. < 

Progressive Tax. If, on the other band, the rate of the tax 
rises as the taxable income increases, the tax will be called a pro- 
gressive tax. The principle of a progressive tax is ‘higher the in- 
come, higher the rate.’ Jn the case of Indian income-tax, of the 
taxable income nothing is charged on the first Rs. 1,300, on the next 
its. 3,500 the rate is 9 ps. in the rupee and the next Rs 3,000. it is 
one anna and 3 ps. in the rupee and so on. This is a progressive 
tax. 

It i3 worth noting that even under a proportional tax the rich 
man pays more. For example if the rate is 1 on the monthly 
salary, a man who is getting Rs. 200 p m. pays Rs 24 per year and 
the man who is getting Rs. .lOO p.m. will pay Rs <i0 per year. -Thus 
- the man with the higher income pays more even under the propor- 
tional taxation. But under progressive taxation he will pay ranch 
more, because as income increases,- the rate of tax must also increase. 

r with Rs. 300 monthly salary' may have to pay instead 

of 1%. He will pay, therefore, Rs. 120 instead of Rs. 00 per year. 
Every country has adopted progressive system of tn.xation, os it is 
considered more equitable. This is due to the fact that the sacrifice en- 
tailed m proportional taxation is less than it ought to be. Wo shall 
consider the pros and cons of progressive taxatiou in a subsequent 
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Regressive Tax. A tax i? said to be regressive when its burden 
falls more heavily on the poor than on the rich. It is opposite of a 
progressive tax. No civilised Government imposes a tax in which, 
as income increases the rate of tax is lowered. That would be 
palpably unjust. But there are several taxes on commodities whose 
burden rests mainly on the poor. The Indian salt tax is regarded 
as a regressive tax, as it presses more heavily on the poor than the 
rich. As a matter of fact the rich man does not feel it at all. 

' ‘ Degressive Tax. The tax is called degressive when the higher 
incomes do not make a due sacrifice or when the burden imposed on 
them is relatively less. This will happen when a tax is only widely 
progressive, i.e., when the rate of progression is not sufficiently steep. 
A. tax may be progressive up to a limit beyond which the Bame rate 
is charged. In that case there may be lower relative Baorifice on the 
1 axger incomes than on smaller incomes. 

II. Taxes may be classified as Direct Taxes or Indirect Taxes . 
In the case of a direct tax, the man who pays it ib also intended to 
bear it. But an indirect tax is expected to be shifted to other per- 
sons. If I pay income-tax I have to bear it ; I cannot pass it on to 
anybody else. It is a Direct Tax. But if a tax iB imposed on sugar, 
the dealer, who first pays it, charges it from the next purchaser till 
ultimately it is borne by the consumer of sugar? The tax haB been 
shifted. It is called an Indirect Tax. 

We shall discuss the merits and demerits of direct and indirect 
taxes in the next chapter. 

I II. A tax on Capital and a tax on income. If a tax is levied 
according to the capital value of the property it is called a tax ort 
capital but if it isJevied according to its annual value, i.e., the in- 
come it yields annually, it is called a tax on income. This distinc- 
tion is, however, quite different from the distinction between taxes 
paid out of income and those out of capital. The inheritance tax is a 
tax on capital but it may bo paid out of income and not out of 
capital, i.e., by selling a part of the property. 

IV. Taxes on properly and taxes on commodities. 'The test of 
the distinction lies in durability. Land is durable, hence a property. 
Cloth is not durable, therefore a tax on cloth is a t,ax on commodity. 
On property the tax is imposed periodically but a commodity is 
taxed once for all. 

V. Specific and ' ad valorem’ taxes. Specific is according to 

weight of the commodity'. Ad valorem is according to its value. If 
imposed on .coarser or cheaper articles, the specific duties mean a 
heavier burden and are considered regressive in character. But they 
are simple to administer. For the administration of ad valorem 
duties elaborate administrative machinery is needed. The invoice 
has to be checked and a host of appraisers are needed for evaluating 
the goods. 1 

VI. Taxes on persons and faxes on things. A poll tax' or an in- 
come-tax is a tax on a person. 1 But sugar excise duty is a tax on a 
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commodity. But tho distinction is erroneous, for all Uist-naro paid 
ny persons and not f»y things, Tim sugar tax is paid by the con- 
sumers of sugar. 

We wist, to add tlmtall fin’s dism-rion about clarification 1, 
ar/d and serves no practical puipose, 

trib,l„^T S 0r f n . nc 'P Jc5 of Taxation. Adam Smith’* eon- 
H sftatemm fnVir, econonur- theory U .till regarded as clnasic. 
His statement of the c.inon- of taxation has Inrdtv been K,mm<rd 

in clarity and simplicity. Modern writer, on Pnhlic Finance haS 
thlT%Tvln?' d m materially or displacing 

print iplcs of ta vnt inn" * u * U " " ,e t f 7‘^ti°noralt discussions on the 
canons of Uxation ' M<i,U S,ui(h '* fo,lr Crated 

to contr ZST” "Tim subjects of every State ought 

" fm support cf the Government, a* nearly «s 

Lon to th" Lcven?e wm. Il \ , h r , n ' 3p0e ' in ' abnit r* >X in propor- 
tion of the State . K re ‘‘i ,cctlvt 'ly enjoy und< r the protec- 

K tt r i ,rinci ! ,1<l of ^dly or justice. This 

tion of the tax system Th< t ' lK! ' U ?' "• II luVK li >c moral founda- 
every tax-paver should nnv ti n ° n ° retJU0 !' t T (lcv ' 1 ’ not mean that 
Jv unjust. Nor does it raL'tlmMi m ! m \ T , h . at ' vould be mnnifest- 
which means pronorfiorml 1 t f C ' sbouc ' P a >' ft t the same rate 

a very just tax IVhat the l0D > f°r aproportionul tax ib al»o not 

:S amSnt «r ™' ly -T ntm " ^ *?««% °/ 

tion to tho respective ahili/ifw 10 to be in P ro P or - 

to Progressive taxation. Adam Smi Th *m dT*’ -. Th j 8 ° learly T oint8 
quont portion of bis hen!- m^bes it clear an a subse- 

i,,o„£‘ tta S“- , H. »p. : "Hi, mt 

expense not only in proportion contribute to the public 

'than that porportion ”■? n-dv ff n°'ti n '‘ VCDUt L b ? t Pt >mothing more 
the ability to pay. 7 tbcn tho tax wi,J in proportion to 

bound to pay oughtto be^cortaln ^ w J*‘ cb ene!l individual is 
payment, the manner of Lvment '/!^ n0t * rbitrar T- Tho time of 
to be clear and plain to the' cmurSif^ d u antity to bo paid ought all 
Whore it is othSSe cverv £™* t0T t ? n ? lo 7^ other person. 

°r less in the power of the^L^nuh „ Subjec , t to tho taxis put more 
tho tax upon any obnoxious contrihr'.T’ W 10 can citb<,r aggravate 

Z iT-T Bome prcsent or p*«Ato to Sm^r* he torror of 

insolence ortorLuptiLm^He ££££“£* Adara S mitii, encourages 
form his view “very coSdK ? * h,B c ™°? 7 very important, 

^ rh<5 W ° aItU ° f N “ tions - Book V, Can7nrvX7i~;. 3 \V 
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certain, Tho canon of certainty demands that Micro should bo no 
element of arbitrariness in a tax. It is not to he Jr-ft to the caprice 
or the sweet will of the income-tax department. The tax-payer 
should he able to pop for himself why ho is called upon to pay a 
particular sum. That is why a wide publicity is given to the budget 
proposals and discussions thereon, Th<* passing of the budget is a 
guarantee of certainty, 

jin old tax t> no tax, is a maxim of taxation which Lanes out of 
this canon of certainty. An old tax J« well-known, its reactions are 
certain and the people art* support'd to hare made the necessary 
adjustments. The tax is not fell. It causes the least disturbance* 
in the economic arrangements of the tax-paver. There is little in- 
convenience from an old tax. 

Certainty is needed not only from the point of view of the tax- 
payer bnt also from that of the State. The Government- should he able 
to estimate roughly the proceeds of the various taxes proposed to he 
levied and the time they are expected to flow in. Only then the 
Government can follow its financial programme. 

3. The Canon of Convenient “Every tax ought to be levied 
at the time or in the manner in which it is most likely to ho con- 
venient for the contributor to pay it.’* 

The canon of certainty says that, the time and the manner of 
payment should ho certain. But the canon of convenience says that 
the tine of payment and the manner of payment should ho conve- 
nient. If a tax on land or house L collected at a time when rout is 
expected to bp paid it rmtisflas the canon of convenience. If the tax 
can be paid by cheque, the manner is convenient hut notm if it i« 
to he paid personally to the taxing authority. In the latter esse there 
will bo let of inconvenience and harassment. Taxes on consumers 
nre very convenient. The consumer pave them when he buys thinng * 
little by little and at- a time when he can afford to pay. It is 
especially so in case of a luxury. The purchaser choo-'Ca his own 
time for purchasing it, The manner is also very convenient for he 
has to make no special arrangement for paying a tax. He pays it 
when he buys the commodity. Tho tnx L wrapped up in the price 
of the commodify. The Indian land revenue conforms to the canon 
of convenience, because it is paid in instalments and it is to ho paid 
after the harvest time. Income-tax, on Use other hand, infringes 
the canon of convenience. The n«e*--it e. has to take Ids account 
hooks to the incomcTnx office and satisfy tho income-tax ofliear. 
This necessitates a series of personal interviews with a consequent 
lo«9 of timo. It also involves a lot of vexation, trouble and oppros- 
sion. The canon of convenience is justified on the grounds of good 
administration and production. 

4, The Canon of Economy. “Every tax ought to he so con- 
trived ns both to take out and to koep out of tho pockets of tho 
people as little as possible, ovor and above what it brings into tig- 
public treasury of tho State,” 
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One implication of tin canon of economy is very . obvious. 
The tax will be economical if Hie vest of collecting it is 
very <=nmii If, on tbe other hand, the salaries of the officers engaged 
in collectin'* the U\ take nvev a big portion of the tax revenue, the 
tax is ce-tnmiv nneconomirai As far ns possible, ns much should 
come into State in a«nrv ns is t< Ken out of piopk’e pockets. Noth- 
in" should pv-’pomte in the vny. Ifthcrr is corruption or oppres- 
sion m rolled in the frequent visits to the income-tax office and the 
odious examination by the taxing officer, the canon of economy is 
not <■ itisiied. 

Rut the tax should be economical in another, perhaps broader, 
sense. Tt would infringe the canon of economy if it retards the 
development of trade and industry in any manner. If incomes are 
subjected to a very hem tav, siring may be discouraged, capital 
v ill not accumulate end the productive capacity of the community 
will be seriously impaired. This a ould be obviously uneconomical. 
In order to be economical a tax must not obstruct in any manner 
the ultimate prosperity of tho country. It is in conformity with the 
canon of ecouomy that tho Central Go remmentTnidget for 1940-47 
grants an allowance fm cxocnditure on scientific research and build- 
ings erected and machinery installed. They are bound to add to the 
productive activity of the nation in due course. 

Taxes on harmful drugs and intoxicants arc regarded as econo 
roioal, because tboy not only bring income to the State, but also dis- 
courage unproductive expenditure. Rut taxes on raw materials are 
uneconomical, because they raise tho price of tho manufactured 
article and weaken the competitive power of the industry. Also, every 
middle-man goes on adding something to tho tax that he has paid. 

The first canon of Adam Smith is ethical and tho other tbreo are 
administrative in character, 

OTHER CANONS OF TAXATION 

Since Adam Smith wrote, tho science of Public Finance has con- 
tinued to make progress. Subsequent writers have added canons of 
their own to these four well known canons. The following are some 
of tho canons which have been recently added . 

5. Fiscal Adequacy or •productiveness. / The State must live on 
the revenue raided from the people by means of taxes. The Govern- 
ment should be free from financial embarrassments. It wilt be neces- 
sary, therefore, that the tax proceeds should be adequate for the pur- 
pose and tho Government does not run into a deficit. But the 
Government should not err on the side of excess. In their zeal to 
rake, more revenue they should not cripple in any manner tho pro- 
ductive capacity of the community or impair tho economic resources 
of the community. 

The canon of productivity would indicate that ono tax bringing 
a large income is better than many, each bringing a very small reve- 
nue. Too great a multiplicity of taxes is to bo avoided because each 
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■ tax is likely to cax.se some vexation to the citizens. But here again 
we must warn that the principle of concentration should not be 
carried to excess, otherwise it may become either uneconomical or 
inequitable. 

6. Elasticity canon of elasticity is closely connected 
with that of fiscal-adequacy. As the State needs increase, the State 
revenue shphfd also increase, otherwise they will not be adequate. 

. To meet an emergency or a period of strain the Government Bhould 
bo in a position to augment its financial resources. Some of the 
taxes should bo capable of yielding more if need be. Income-tax is 
, a very good example of an elastic tax. By raising the rate a bit or 
by . levying a surcharge, the yield can be considerably increased. 
When the war broke out, the first financial measure was a surcharge 
on income-tax. Bailwaj' and postal rates also are fairly elastic. 

7. Flexibility. The canon of flexibility looks like that of elas- 
ticity but the difference between the two is quite clear. Flexibility 
means that there should be no rigidity and that the tax system can 
be quickly adjusted. Elasticity means that the revenues can bo 
increased. Unless the system is flexible, the revenue cannot be in- 
creased, for alteration will not bo possible. Thus presence ot flexi- 
bility is a condition of elasticity. If a tax system cannot be altered 
without bringing about a revolution, it laekB flexibility. Permanent 
Settlement of Bengal (1793)ds an example of ridigity or lack of flexi- 
bility in a tax. Under this arrangement the Government bound it- 
self to collect the same/ sum from the landowners in perpetuity. 
This lack of flexibility js/in so small measure, the cause of financial 
troubles of Bengal. ■ ■ j 

8. Simplicity. In the words of Armitago Smith, "A system of 
taxation should' 5 . be simple, plain and intelligible to the common un- 
derstanding.” This canon is cssontial if corruption or oppression 
is to be avoided. If a tax is complicated so that the tax-payer can- 
not understand how much ho is to pay and why ho is to pay it, a 
great power will pass into the hands of the tax-gatherer. The door 
will be widely opened to corruption and oppression. 

9. Diversity. Another important principle is that of diversity. 
A single tax or only a few taxes will not do. There should bo a ' 
variety in taxation, and a larger number of them so that all tho 
citizens who can afford to contribute to tho state revenuo should bo 
made to contribute. They should be approached in a variety of 
ways. There should bo a wise admixture of. direct and indirect 
taxes. In this manner the canons of Seal adequacy and equity may 
be bettor satisfied. But too great a multiplicity will be bad and un- 
economical. 

There are several other considerations put forward. It is re- 
commended that a tax should fall on revenue and not on capital. 
It should not cut down the minimum subsistence of the tax-payer. 

It must be said that in no country does each tax satisfy each of 
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the«e canons. It is not possible to make each and every tax con- 
fora* to all these principles. We have to look to the tax system as 
a whole rather than to each individual tax. Some taxes are bound 
to infringe some canons. But the tax system as a whole should 
satisfj most of these piinciples of taxation. 

6. Characteristics of a Good Tax System. A good tax system 
should be composed of taxes which conform to the canons of taxation • 
discussed above. The tax system as a whole should be equitable. 
Its burden should fall on the broadest shoulder. It should also be 
economical so that the work of collection is as cheaply dons as possi- 
ble. It should not hamper the development of trade and industry. 

It should, on the other hand, assist the e'conomio development of the 
country. The Government should be certain of its revenue. The 
tax system should be based on a comprehensive and up-to-date 
statistical information so that accurate forecasting is made possible. 
The tax system should not be a mere leap in the dark. Its effects 
should be calculable with a reasonable precision. The taxes as a 
whole should be convenient, i.e., felt as little as possible. An ingenious 
formula has been suggested that ‘the rich should pay more 
taxation than they think, while the poor should -think they pay 
more than they do. This double illusion, it is argued, 'will keep the 
rich contented and the poor virtuous.* This formula is, however, 
hardlj practical. ' 

The tax system should be simple, financially adequate and 
elastic so that it can respond to the new needs. It should not be 
rigid like our land revenue which is fixed for 30 or 40 years, . The 
adoption of the Eliding scale system ol land revenue recently in the 
Punjab makes up for this defect- to some extent. 

The ideal of simplicity may lead us to advocate a single tax. 
But the single tax will expose the tax system to other serious 
objections. It is, therefore, agreed that the tax system should be as . 
much broad-based as possible. There should be diversity in the tax 
system. But we do not want too great a multiplicity. We don’t 
agree, therefore, with Arthur Young when he says, “If I were to 
define a good system of taxation, it should be that of bearing lightly 
on an infinite number of points, heavily on none.” ■ 

Further, the tax system should be efficient from administrative 
point of view. It should be simple to administer. There should be' 
little scope for evasion of accumulation of arrears. It should be 
fool proof and knave proof. Chances of corruption should be 
minimised. . 

Another important characteristic of a good tax system is that it 
should be a harmonious whole. It should be truly a system and 
not a mere collection of isolated taxes. Every tax should fit in 
properly in the system as a whole so that it is a part of a conectedn 
system. Each tax should' occupy a definite and due place in the 
financial structure. They should not- pull in different directions. 
For example imposition of a protective duty and a countervailing 
excise duty do not go well together. 
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7. The Indian Tax System. Administratively the' Indian tax 
system is fairly efficient. There is little smuggling and not many 
leakages. Evasion is not common. The cost of collection is not 
disproportionately high. It is fairly simple. There is hardly any 
doubt on the ground of fiscal adequacy or sufficiency. The tax 
system iB quite productive. It is also fairly broad-based. Even the 
poorest in the country pays, e.g., salt tax. The system is fairly 
diversified. The Indian tax system is also not particularly in- 
convenient as compared with the tax systems of other countries. 
The land revenue is paid in instalments and paid after the harvest. 
The taxes on commodities occupy an important place. On the 
grounds of flexibility or elasticity we have no cause of complaint. 
Our tax system has Btood the strain of the costliest war fought so far 
in a magnificent manner. 

But we cannot say that ours is an ideal .. tax system. Duties 
have been imposed in India without any regard for the needs of 
Indian trade and industry. The customs duties were levied exclu- 
sively for revenue purposes. The tariff schedule not infrequently 
hampered the development of Indian industries. Meagre depreciation 
allowances were granted so that the industry felt a real difficulty in 
the renewal or replacement of plants. We have already mentioned 
that the budget for 1946-47 makes up for this defect to some extent. 
Our *tax system, therefore, has not fully satisfied the canon of 
economy. 

The biggest breach is in the canon of equity. 1 The Indian tax 
system discriminates against the poor and in favour of the rich. 
Income-tax is the only tax which is paid by the rich and even here 
progression is not as steep as it ought to be. Land Revenue, Sat 
Customs, Excise and even railway fares are in the aggregate contr- 
buted more by the poor than by the rich. Absence of Succession 
Duty and a tax on agricultural incomes accentuate the regressivi 
character of our tax system. In the words of Prof. K. T. Shab, 
“Richer classes esoape relatively with much lower burden, even 
though their ability to bear or evade suoh burden is much greater, 
■while the poor olasses, who cannot escape from such burdens, have to 
bear the lion’s share of the burden with less than lamb’s capaoity to 
shoulder them.” The Indian income-tax does not make • allowance 
for the number of dependants and is, therefore, not in accordance 
with ability to pay. 

There is an element of uncertainty. Monsoons are a disturbing 
faotor. The Indian budget has been called a gamble in the 
Monsoons. 

«**» i 

There are several other defects in the Indian tax system. It is 
haphazard and has not been scientifically planned. It has been 
moulded by the exigencies of time, the main concern being to balance 
the_budget. Little attention has been paid to incidence of taxes 
and their effect on produotiomand distribution. Here it has not been 


- 1. See our Indian Economics, 1945, p. 561. 
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truly a system. Sir Walter Layton calls the Indian budgets 'tightfit’ 
with little provision for unexpected and unforseen expenditure. 

Legislative control over finance is strictly limited, about 80% of 
the budget being non-votable, It thus lacks democratic sanction." 

The tax system is also very conservative. Salt tax, excise 
revenue, and land revenue in the existing form, continue even though 
they have been universally condemned. 

Unlike other advanced countries, the direct taxes in India play 
a secondary role, although the system has been improved in this res. 
peet on account of the financial measures adopted in the -war (1939- 
45), In 1938-39 the proportion of taxes on income to total revenue 
was 22’6% but it was 62 - 3% in 1945-46. 

Till recently our tax system did not distinguish between earned 
and unearned incomes and thus treated the actual worker and the 
idle rich alike. In 1945-46, 10% earned relief came be granted. . 

Allocation between Central, Provincial and Local Finance is also 
defeotive. Income-tax being a direct tax should be wholly Provin- 
cial and many Provincial taxes like entertainment tax and sales tax 
should belong to the local bodies. A part of the land revenue should 
also go to the local boards. 

We cannot say, therefore, that the Indian tax system is perfectly 
satisfactory. There is much room for improvement. 

8- The Problem of Justice in Taxation. We have discussed 
the various canons of taxation and the most important of these 
canons seems to be the canon of equality or equity. The most 
fundamental problem in taxation is the problem of justice. Every- 
body expects the minister of finance so to arrange his taxation pro- 
posals as to ensure that the burden of taxation falls on those who 
can fully bear it. "It is equitable that people in the same economic 
position should be treated in the same way for purposes of taxation.” 
But how to measure economic position's ? 

In order to achieve the ideal of justice in taxation several theories 
have been put forward from time to time. We examine some of 
these theories below : — 

1. ‘Tkc Cost of Service Principle.’ However equitable it may 
appear to be, ‘the . cost of service principle’ cannot be applied in 
actual practice. The cost of services of the armed forces, police,, etc., 
the services which are rendered out of tax proceeds, cannot be exact- 
ly determined. We have to calculate how much it costs to render a 
Berviee to the particular tax-payer. We know that in case of taxes 
there is no direct quid pro quo to the tax-payer. Hence the question 
of the ascertainment of the cost of service to an individual tax-payer 
does not arise. Only in those cases where the services are rendered 
out of prices, e.g,, supply of electricity, railway or postal service, a 
near approach can be made to charging according to the cost of service. 
Even here the exact cost cannot be ascertained, and for fixing the 
charges we have to fall baok on the principle ‘charging what the 
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objective. If we examine the position of the tax-payer in its subjec- 
tive aspect we shall consider the inconvenience, the ' pinch or the 
sacrifice involved. On this point three distinct views have been 
advanced (a) the Principle of Equal Sacrifice, (b) Xhe Principle of 
Proportional Sacrifice, (c) the Principle of Minimum Sacrifice. . 

* In the words of J. S. Mill, “Equality of taxation, as a. maxim 
of politics, means equality of sacrifice. It means the apportioning the 
contribution of each person towards the expenses of Government, so 
that he shall feel neither more nor less inconvenience from his share 
of the payment than every other person experiences from his”. 1 
according to this principle the money burden of taxation is to be so 
distributed as to impose equal real burden on the individual tax- 
payers. This would mean proportional taxation; " 

According to the principle of ‘proportional sacrifice the real 
burden on the individual tax-payers is to he not equal but propor- 
tional either to their income or the economic welfare they derive. 

1 his would he more just than if the sacrifice involved were, equal. 
Those who can make a greater sacrifice should be asked to do so. , 
This would mean progressive taxation. 

The minimum sacrifice principle considers the body of tax- 
payers in the aggregate and not individually. According to this . 
principle the total real burden on the community should be as small ‘ 

, as possible. In the words of Edgeworth, the chief exponent of the 
theory of minimum aggregate sacrifice, “The minimum sacrifice. .....is 

the sovereign principle of taxation.”. This principle would involve a 
high level of minimum exemption and a very steep .progression as in- 
comes increase. The less the aggregate sacrifice- the bettor the dis- 
tribution of the tax burden in the community. The' State exists to 
maximise human welfare. This it will be able to do by minimising 
the sacrifices involved. 

The sacrifice principles have only an academic interest. This - 
hair-splitting has little practical value. Sacrifice is something sub- 
jective, it is internal to the tax-payer and we have no means of 
measuring it. A great sacrifice does not always mean a great injury. . 
A tax on wine means a great inconvenience to the consumer of wine 
but a small real injury to him. Sacrifice as a test of ability must be 
abandoned. . . • • - - • 

We must, therefore, take our second line of approach to. 
measure a roan’s faculty to pay, that is, proceed objectively. Here we 
are on surer grounds. But here again, w'e find that several criteria 
have been mentioned. A man’s faculty to pay may be measured 
according to [a) consumption; (6) property ; or (c) income. Con- 
i' sumption is not a sound criterion, because consumption or utilisation 

, of the services of the State by the poor is -considered to be out of all 

i proportion to their means and as such it cannot be taken as a practical 
1 principle of tasation. Property also cannot be a fair basis of" 

0 t axatio n, for a property of the same size and description may not 

1.- - Mill, J. S.— Principles of Political Economy. Book V, XI «. 
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yield the same inconie; and some persons having no property to show 
may have-large incomes, whereas men of property may be getting 
small incomes. To tax according to property will not be taxation 
according to ability. Income, however, remains the single best test 
of a man's ability to pay. But even in the case of income,) the tax 
will be in proportion to faculty if there is a minimum exemption to 
allow for a reasonable subsistence, if there is an allowance made for 
the number of dependants and finally if the principle of progression is 
applied by taxing the rich at a higher rate. 

Besides, we have to consider ‘the ability to pay’ not merely of the 
individual tax-payer but of the community as a whole. In this 
light it is necessary that the tax system as a whole is not oppressive, 
that it does not discourage saving or retard accumulation of capital 
and that it does not in any manner impair the productive capacity 
of the community by hampering the development of trade and in- 
dustry in the country. This is the solution of problem of justice in 
taxation. The ends of justice are not served by applying the 
cost of service principle or by taxing according to benefit, but accord- 
ing to faculty or ability to pay. The ability to pay cannot be 
judged subjectively by the amount of sacrifice involved, but 
objectively according to the man’s income and not according to 
his consumption or property. Each proposal to achieve justice leads 
to some sort of progression in taxation. What is intended is that 
taxaystemas a whole should be equitable. Eaoh individual tax 
may not be absolutely just or equitable. But the iniquity of one 
tax should be neutralised by the equity of another. “There may be 
iniquity in the parts but equity in the whole.” , 

Equity is a matter of opinion. Some time, some people happen 
to think that a certain tax is equitable. Tnorc is no generally 
accented definition of equity. It is in tbe words of Dalton, “an 
_elusive mistress, whom perhaps it is only worth the while of philoso* 

■ phers to pursue ardently and of politicians to watch warily.” 

9. Some Other Theories of Taxation. We propose here to 
make only a passing reference to some other theories or principles 
of taxation put forward by some writers on Public Finance. 

l Leave‘ds-you-fovnd-tJiem’ principle. According to this principle 
the existing distribution of wealth is not to be-disturbed. The in- 
equalities of wealth distribution are to be neither increased nor de- 
creased. The advocates of this principle want to adopt a non- 
committal altitude on the question of the existing distribution of 
wealth. This principle states that “ taxes should be so imposed 
that when all have paid them, each will be left in the same position 
relative to his fellows, as he was before the payment.” ThiB principle 
is not accepted in modern times. The State must reduce in- 
equalities of wealth distribution and not leave them as they are. 

' The Political or Ethical Principle. This refers to equality, 
equity or justice in taxation, a theory which we have discussed above. 

' Tf the circumstances and economic condition of the tax-payers were 
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ihe same, to achieve justice would have boon n Pimple affair.- But in 
view of'tho varying circumstances of individual tax-payers the 
attempt at. justice must cause some liend ache to the minister of 
finance. .Several ways have been suggested which we have already 
examined. 

The Financial Principle. Thte is summed up In the cynical sugues* 
tion of Colbert, “Pluck the goose with ns little squealing as possible.” 
The only guide for the tax-gatherer, according to this principle, is the 
maximum of revenue with the minimum of protest. No considera- 
tion of justieo is to enter his mind. Jlo i? to follow the line of least 
resistance and the finance ministers do follow this lino actually, 
although they will not admit it. This is shown by the fact. that, 
they are mom inclined towards indirect taxation than direct taxa- 
tion. According to this view productivity and expediency aro more 
important t ban equity . 

Socialistic or Compensatory Theory. According to the advocates 
of this theory of taxation, it is the function of the State to equalise 
the distribution of wealth in the community. It can ho done 
by taxing the more rich more, the aim if to bridge the gulf between 
the poor nml the rich. If this aim i« to be completely achieved it 
would necessitate taxing the rich to such an extent as may discour- 
age paving and drive capital ahroad, which would no doubt cripple 
the productive power of the community. The inequalities of wealth 
distribution can be reduced not merely by taxation but also by wise 
public expenditure. 

'Kerry one might to pay snn'lhing.’ The idea is to make every 
cittern feel n sense of responsibility in State matters »o that he may 
take more active and intelligent interest in the civic affairs. It will 
make the citterns conscious of their position and importance in the 
State. But for the poor it will he too dearly bought. It will.be 
more equitable if the poor are exempt from the tax burdens alto- 
gether. i . • 

Taxation should make net satisfaction* equal. This means that 
we should consider the entire legal system and not merely tax laws. 
All laws, not merely tax laws, nffeet the people and affect their, 
economic welfare. Net satisfactions of the individuals, after con- 
sidering the entire hotly of laws, must be made, equal. This principle 
seems to be better than principle of equality of sacrifice. 

Taxation for Kcgulating Consumption . , According to this theory, 
the primary nim of taxation is to regulate the consumption of the, 
harmful commodities like intoxicants. This is obviouslv n onc-sidcd 
view. *’ 

. I®. Proportional vs. Progressive Taxation. In our discussion 
ot the various theories of a fair distribution of tax burden, we have 
almost invariably been led to the conclusion that there- must be 
some degree of progression wherever possible in a tax, because only 
hen it can be called equitable. The principle of progression has 
oeen accepted everywhere now.' But it was not always 'so. - 
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There have been advocates of proportional taxation. McCulloch's 
well-known remark is typical of the attitude of tho nineteenth 
century. He said : “ When you abandon the plain principle (of pro- 
portion) you are nt sea-without rudder and compass and there is no 
amount of injustice you may not commit.” J. S. Mill was even 
more emphatic. Ho said : “A graduated income-tax was an entirely 
unjust mode of taxation, and in fact, a graduated robbery.” Accord- 
ing to him progressive taxation was a step towards confiscation. 

If wo assume that the relation bet veen income and economic 
welfare is the same for all tax-payers then the only justification for 
a proportional tax is, according to the principle of equality of sacri- 
fice, on the assumption that, as income increases marginal utility of 
the income' diminishes very slowly, and, according to proportional 
sacrifice principle, tho marginal utility does not at all dccreaso. 
These assumptions, at least tho latter, have been questioned. Money 
income alone cannot be taken as a guide. We must take into con- 
sideration other relevant circumstances of the tax-payer while fixing 
the amount of tho tax. Proportional taxation will entail equal 
sacrifice, whereas sacrifice itself should be proportional to the tax- 
payer’s capacity. Proportional taxation is, therefore, not equitable. 
It is also not sufficiently productive and tho element of arbitrariness 
even in proportional taxation is not altogether absent. The theory 
of proportional taxation has, therefore, been abandoned definitely 
so far as direct taxation is concerned. In other words, wherever 
possible, the principle of progressive taxation has been applied. 

. The prmciplo of progressive taxation is based on certain assump- 
tions. It is assumed that tlio same inco ne means the same utility 
to different individuals. This is a very weak assumption, It is also 
assumed that as income increases, tho utility of each addition to tho 
income decreases. It is further assumed that ns income increases 
Jthe expenditure on luxuries tends to increase, whereas necessaries 
are more important than luxuries from "the point of view of econo- 
mic welfare. It follows, therefore, that by taxing the rich more, we 
compel them to cut down luxuries, which does not mean so much 
sacrifice as the benefit to the poor for whom the tax proceeds may 
be spent. 1 

Progressive taxation yields much greater revenue and hence it 
is more productive. It is very difficult to see how modern Govern- 
ments would have balanced tiieir budgets today in the absence of 
the principle of progression. 

Progressive taxation is more economical. The cost of collection 
of the taxes does not increase when the rate increase’s. About the 
equity of progressive taxation there can be no question. It calls 
forth a proportional sacrifice from the tax-payers. It places the 
heaviest loads on the broadest backs. 

Tho principle of progression gives to the tax svstem much need- 
ed quality of elasticity or flexibility. Just a little raising of the 
rates is heeded when an emergency arises. 



MODERN ECONOMIC THEORY 


t 

I 

1 

c 


Tic opponents of the progressive principle have raised several 
objections against the system. We examine below eome of these 
objections : — 

({) n is said that it is all arbiliary. The degree of progression' 
is settled'by the finance minister on no definite and scientific basis.’ 
It is purely liis personal opinion. The tax proposals are bound to be 
coloured by his own whims. Clearly the objection is not to the .prin- 
ciple but the oegree oi progression. Although it cannot be scientifi- 
cally fixed yet for practical purposes small differences do not matter. 
The members of the legislature are there to set right the angularities 
of the Chancellor of the Exchequer. 

(ii) It is pointed out that the principle of progression cannot be 
advocated on the ground of promoting welfare, because welfare is 
subjective and cannot be measured. There is no scientific apparatus 
to test that welfare has increased consequent on reduction of inequa- 
lities of incomes. The rich are perhaps vexed more than the 
comforting of the poor. 


We may concede the strength of the objection. We cannot 
measure the increase in welfare. But few can deny that it is 
socially desirable that the rich should contribute more, for they can 
do so. 


(tit) Progression will discourage saving, drive out capital and 
thus hamper trade and industry’. It will, in short, be uneconomical. 

But such dire consequences will follow only if progression 
exceeds limits of reison and expediency’. This has seldom been 
done. Capital is not so sensitivo as it is supposed. 

> (is) Progression breaks on scientific grounds. Its fundamental 
assumption that the same income measures the same satisfaction is 
not at all valid. Further, the Law of Diminishing Utility mav not 
hold good in case of money. “Money”, they say, “does not represent 
one good, but goods in general, and since human wants in general 
ate unlimited, it may be questioned whether the wealthy person 
does require the additional pounds less and less. It may even be 
that his desire for additional income increases as Iris income increases. 
Such may be the case where an increase in inedme caused the 
possessor to move into a higher social circle, and so brought about 
an extension in his necessary wants .” 1 

On scientific grounds the argument is unanswerable but pro- 
gression can be advocated equally strongly on ethical and political’ 
grounds. 


>s said that progression will lead to evasion. But the 
possibility of evasion in proportional taxation is also present. It all 
depends on the social conscience. 


Thus progressive taxation is ethicallv sound, socially desirable 
and also conforms to canons of economy, productivity and elasticity, 
whether it can be scientifically justified or.not. - . ' 


l. Thomr.i-, S. B.— laments of Economics, 1930>, p. 332. 
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H. Concept of Taxable Capacity. The concept of taxable 
capacity haa racked the brains of not a few economists and publicists. 
Dalton calls it "a dim and confused conception.” Ho says : "Absolute 
taxable capacity is a myth and should he banished from all serious 
discussions on Public Finance." To the question whether taxable 
capacity can be measured he thinks Cannan’s 'No how’ is tho best 
answer. Findlay Sbirras, on the other hand, thinks that it is of 
great practical importance. "It is always wise and useful,” ho says, 
"for a Government to know oven roughly the limit that the country 
con contribute by way of taxation both in tho ordinary and extra- 
ordinary circumstances.” Ho goes on : "The necessity in post-war 
finance especially of balancing budgets heavily laden with public 
debt of short maturity has made the question of absolute taxable 
capacity a real and nn abiding problem of taxation .” 1 

What is taxable capacity ? The form taxablo capacity can bo 
used in two senses (>} m the absolute sense and (it) in tho relative 
sense. The absolute taxable capacity has been variously defined. It 
means how much a particular community can pay in tho form of 
taxes without producing unpleasant effects. Relative taxable 
capacity, on the other hand, means the respective contribution which 
the two communities should make towards a common expenditure, 
e.<7„ Proviucial contributions to Central expenditure. Dalton says 
the former is a myth and tho latter a reality. The relative limit 
may be reached without reaching the absolute limit. That is, wo 
may have reached the limit of how much a particular community 
should contributo without reaching the limit beyond which it 
possibly cannot contribute. 

There arc two extreme views nbont absolute taxable capacity, 
(a) the capacity to pay without suffering, and {b) tho capacity to 
pay regardless of suffering. In fciio former sense taxable capacity 
is practically nil, for every tax must entail some suffering. In the 
latter case there is practically no limit to taxable capacity except 
the one imposed by the extent cf tho resources of tho community. 

Sir .Tobiah Stamp defiucs taxable capacity as "the margin of 
total production over total consumption, or the amount required to 
maintain tho population at subsistence level. ’ This means the 
utmost that a community can pay "without having a really unhappy 
and downtrodden existence and without dislocating the organisation 
too much.” Findlay fihirras defines absolute taxable capacity ns 
"the maximum amount which tho citizens of ft country' can contri- 
bute towards the expenses of the public authorities, without having 
to undergo an unbearable strain. Briefly, taxable cnpacity is tho 
limit of squeezability.... It is the taxability of a nation the maximum 
amount of taxation that can be raised and spent to produce the 
maximum economic welfare in that community.” 

These definitions lack scientific precision and have an element 
of vagueness. Stamp’s level of subsistence, and "unhappy down- 
trodden existence” and Shirras’s "unbearable strain and maximum 


1, Findlay Shii'raa— Science of Public Finance, 1030, p. 227. 
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oconoraio welfare" cannot bo rcientifically defined and hid down in 
o’cact terms. But this docs not detract from the practical importance 
and tbo ulilitv of tho concept of taxable cap tcity. The meaning con- 
veyed by the definitions given above is fairly clear, although we must 
admit that nnv attempt to tnevmre precisely the taxable capacity »' 
foredoomed to failure, Cammn'fi ‘no bow' h realty the correct 
answer. 

When is the lirmt of taxjbk cnjvia'ty exceed) d \ Viera aho differ 
rs to what are the symptoms to hhow that taxable cap icily bis 
exceeded. Stamp mentionH t.vo limits to taxable ca}n< itv {a) th" 
check to total production, and (h) the cheek to tola) revenue yield. 
But tho cheek may be due to causes other Ilian excessive taxation. 
Tax is not the only factor that affects production. Kllinger* think* 
that " the limita would bo reaclu'd when so much ia taken out of tlu- 
tax-payors’ pockets that the incentive to produce i» reduced, and 
when insufficient remains to provide the neeest cry capital to make 
up for wastago and to set to work new workers in an increasing 
population.” He obviously ignore* the beneficent ellcct of public 
expenditure on production. Tho fact is that the tax ible capacity n 
not rigidly fixed. It is a moving point. It ia relative to so many 
factors any change in which is bound to change our idea about the 
taxable capacity of a nation. 


Factors on which taxable cnj-acilt/ dqvnds. Findlay Slrirfas 
gives tho following factors which determine the taxable capacity of 
a nation : 1 


(1) The A'tirnfcr of Inhabitants. It is quite obvious that the 
larger tho number tho greater is the taxable capacity of the com- 
munity to contribute towards the expenses of the Government. 
"From this point of view India is well placed. Its taxable capacity 
will infinitely increase when the proper economic development of the 
country is brought about, 

(2) The Distribution of Wealth in the Countri/. If wealth is more 
equally distributed, the taxable capacity will be correspondingly 
leas. But if there are large accumulations of wealth in fewer hand-*, 
the Government can raise more money by taxinrr the rirh. 

(3) The Method of Taxation. A scientifically constructed tax 
system with a wise admixture of various types of ’ taxes, direct and 
indirect, is sure to bring n larger yield. Our tax system is not so 
nrucli diversified : we have no taxes on large agricultural incomes 
and none on inheritance. This certainly reduces the taxable 
capacity. 


(4) The I urpnse of Taxation. IF the purpose of taxation is to 
promote welfare of the people, they will be moro willing to t ax 
themselves. For a popular cause, the people will ho willing to stretch 
their capacity to the utmost. . If the Government proceeds to .raise 
money for fighting famine, disease or spread of education, there will 

2 w.wu 1 l iY- n ‘ lU '"k~ er, "‘-'ip!»* of Public Fin.>iwo7T'Uhrf>! las. ‘ 
2. 1 mdlftj Ishirraa — tcicnre of Public Finance, 1036, p. 2,H . ‘ 
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several grounds : — 

(a) That the tax revenue, will not be sufficient to meet the large 
expenditure of a modern Government. 

(b) That it would penalise the holders of one type of property 
leaving the olhors scot-free. Not only is it unfair but it will also 
lead to evasion as the landlords would try to acquire some other 
property instead. It would not fairly, distribute the tax burden. , 

(c) It it not easy to calculate how much is exactly unearned and 
how much of the increment is due to the foresight, personal effort 
or improvements by the land-owners. 

(d) Compensation will have to be paid by the State in cases 
where the land values went down. The Government would become 
unnecessarily involved in fluctuations of land values. 

(c) There will be several administrative difficulties. 

Tho modern socialist advocates a single tax on income. 
Every income should be taxed. It is said that it can be made to 
steer clear of the two major difficulties facing a single tax on land. 
By ■ taxing all incomes and higher incomes sufficiently steeply ade- 
quate' funds can be raised. Also, through dovices like graduation 
and differentiation, the tax burden can be fairly distributed. But 
even this proposal is not free from objections. 

(а) It will be vexatious, as everybody will be put to inconve- 
nience. 

(б) Tho cost of collection of tax from numerous small incomes 
will be almost prohibitive. This can be overcome by administrative 
improvements. 

(c) When there is only one tax to rely upon evasion will be a 
much more serious matter. Attempts to stop the loopholes will make 
the tax system even more vexatious. 

Id) Thero will be administrative difficulties. 

(e) The inheritors of wealth^ very fit cases of taxation, will 
escape if only incomes have to be taxed. This can be overcome by 
treating inheritance as taxable income, 

(/) It will check saving and hence accumulation of capital. 
This would retard the development of trade and industry. This 
objection can be met by exempting savings. But this would mean 
taxing not the personal income but personal expenditure. But this 
again would present administrative difficulties and leave large loop- 

fi'nanc^ 6 8 ‘ Dgle taz on inoome > too, °n the whole, is beyond practical 

Another variety of a single tax is on the capital value of the 
property. But we have already said that taxation of income ia a 

thatamanhoIdT. l ° pay than fche amountof P™^ty 
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Besides objections advanced against particular forms of a single 
tax, tsvo arguments of a general nature applicable to all forma of 
single tax can be advanced : — 

(a) It is bound to create anomalies as between persons which 

can be rectified by a multiple tax system. , 

(b) Evasion is much easier in ease of a single tax whereas there 
are counter-checks in a multiple system. , 

Single' tax was a , dream of theorists. It has few advocate’s 
among pratical statesmen. The discussion has a purely academic 
interest for a single tax ’ is definitely bey.ond the sphere of practical 
finance. Every country has adopted a mixed or multiple system of 
taxation. 
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CHAPTER LX VI 

INCIDENCE OF TAXATION 

^1. What is Incidence ? The problem of the incidence of taxa- 
tion is the problem of who pays it. Taxes are not always borne by 
the people who pay them in the first instance. They are sometimes 
shifted on to other people. The incidence means the final resting 
place of the tax. The incidence is on the man who ultimately bears 
the money burden of the tax. We had to see out of whose pocket 
the money payment of the tax has come or in whoso pocket the 
money would have remained had the tax not been imposed. 

We may distinguish between impact and incidence. The impact 
of the tax is on the person who pays it m the first instance and inci- 
dence is on one who finally bears it. If an excise duty is imposed 
on sugar, it is paid in the first instance by the sugar manufacturer, 
the impact is on him. But the duty will be added to the price of 
the sugar sold, which through a series of transfers will ultimately fall 
on the cousumer of sugar. The incidence is, therefore, on the final 
consumer. 

Incidence is not shifting. —Shifting means the process of transfer, 
i.e., the passing of the tax from the one who first pays it to the one 
who finally bears it. It is through this process of shifting that the 
incidence of a tax comes finally to rest somewhere. The process of 
shifting may be slow or may bo partially eSective so that the burden 
of a tax may not fall entirely on the person who is intended to bear 
it. Shifting is also known as repercussion. The tax may be shifted 
forward from the producer to the consumer or backward from the 
latter to the former. 

Shifting is quite different from evasion. Evasion is to avoid the 
tax payment. I may give up the consumption of a taxed commodity 
and evade the tax. This evasion is quite legal. But there is also 
illegal or fraudulent evasion, e g., when I submit a false return of my 
income or conceal my real income. In evasion there is no question 
of shifting the tax to somebody else. 

The term incidence should also be distinguished from the effects 
of taxation. The effect of a tax refers to incidental results of tax. 
There are several consequences of the imposition of a tax which are 
quite distinct From the prooiem of incidence or who really pays. The 
imposition of an excise duty on sugar, we have seen, is shifted ulti- 
mately to the consumer of sugar. The incidence.is on the consumer. 
It is a simple question and a narrow one. But the effects of this 
duty may be far-reaching ; a heavy excise duty may cripple the in- 
dustry. The manufacturers’ profits will be reduce'd. Labour and 
capi at may have to leave the industry. Wages may be reduced, 
rnousands of middlemen engaged in the distribution of sugar may 
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find their earnings reduced. Reshuffling of their family budgets may 
affect the demand for certain other goods. The consumption of sugar 
may decrease and that of substitutes may increase. These are all 
effeetB of the tax, a much wider problem as distinguished from the 
incidence which is a narrow and, special problem of finding who bears 
the money burden of the tax. 

We may also distinguish between the money burden of the tax 
and the real burden of a tax. The money burden of a tax is 
represented by the total amount of money received by the treasury. 
If a consumer has to spend Rs. 5 more per month on the sugar con- 
sumed by him on account of the levy of a duty on sugar, it is the 
money burden that he has to bear. But he may have reduced the 
consumption of sugar whioh may mean a reduction of his economic 
welfare. He may have to pinch in the consumption of other commo- 
dities. This pinching, inconvenience, sacrifice or, in short, loss of 
eoonomic welfare is the real burden of the tax. In incidence we 
are concerned with the money burden and not the real burden. We 
may also add that the question of incidence is really a question of 
price. The burden of the tax is shifted by the raising of the price 
of the commodity or the service that the tax-payer supplies. It 
is through the price that the other people are touched. If the price 
is not affected others will not be affected. Therefore the question 
of incidence really comes to this. How is the price affected by the 
tax ? It is thus a part of the wider problem of value. But it is 
not. so simple to trace the relation between* the price and the tax, for 
prioe is affected by many factors and the tax iB only one of such 
faotors. 

2. Importance of the Study of Incidence. We have seen that 
the theorists on Public Einance have rejected in modern times what 
is called the financial principle of taxation. It is not merely aimed 
at raising a certain amount of revenue, but the aim is to raise it from 
those sections of the people who can best bear the tax. The aim, in 
short, is to secure a just distribution of the tax burden. This 
obviously cannot be done unless an effort is made to trace the 
incidence of each tax levied by the State ; we must know who pays 
it ultimately to know whether it is just to ask him to pay it or 
whether the burden imposed on him is according to the ability of 
the tax-payer. 

If the tax system is to conform to Adam Smith’s first canon of 
taxation, viz , the canon of equality, it becomes imperative for us to 
make a careful study of the reactions and re percuss ons of each tax 
and find out its final resting place. Unless we know who really pays 
' the tax we cannot say that the tax is equitable or that it is borne by 
the people who can afford to bear its burden. 

There are certain taxes called the direct taxes which are borne 
by the people who pay them first. The incidence in such cases is 
apparent. But the taxes system of a country is not merely composed 
of direct taxes alone. There are also ihe indirect taxes whose reactions 
are a complicated affair. These taxes are intended to he shifted. 
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But in actual practice, on acoount of economic friction, the shifting 
may not take place at all or it may be partial or it may be shifted 
on to quite a different class of people from those intended to bear. 
The shifting process has to be left to the free working of the economic 
forces. A rough and ready calculation must bo mado by the finance 
department as to the probablo course that shifting will take and as 
to who will ultimately bear the tax. 

In a modern democracy, where the Government is run by a 
particular political party the Government is pledged to a. particular 
programme. It wants to serve a certain olass of people and tax a 
certain class of people. The late Sir Ghhotu Ram, the Development 
Minister of the Punjab Government, used to deolare openly that he 
wanted to raise a certain amount of revenue exclusively from ' ho 
urban trading classes. It is clear that the Government cannot carry 
out such a policy without visualising the final resting plaoe of the 
tax. 

If Public Finance is to servo as an instrument of sooiul justice, 
the question of incidence at once assumes a great importance. The 
rich have to be taxed and the proceeds have to be spent for the 
benefit of the poor. If you have to tax the rich, the incidence must 
be on the rich otherwise the object is not served. Wo must, there- 
fore, follow each tax and make sure that it finds a rich home to 
rest in. 

3. Direct and Indirect Taxes. We have said before that the 
question of incidence is very simple in case of a direct tax, when the 
impact and the incidence are on the same person. But in the case 
of an indireot tax the impact of the tax is on one and the incidence 
is on the other. A direct tax is not intended to be shifted, whereas 
an indirect tax is intended to be shifted. The question of incidence, 
therefore, really arises in case of indireot taxes. Before we trace the 
incidence of individual taxes we would like to make the distinction 
between direct and indirect taxes a little more clear and study their 
relative merits and demerits. 

Taxes on commodities are generally called indirect taxes For 
they are shifted completely or partially on to the consumers, whereas 
they are first collected from the dealer 3 or producers. But we should 
remember that the more fact that it is a commodity tax does not 
make it an indireot tax. Before it can be called an indirect tax, 
its burden must be. shifted. It is very possible that the commodity 
may be taxed, yet its price may remain unaffected. In this case the 
consumer is not touched and the tax will be direct and not indirect. 

A lump sum tax imposed on a monopolist or as a percentage of , 
mCmopoly net revenue is not shifted, whereas a monopoly tax in 
proportion to the output tends to be shifted. In the former case 
it will be a direct tax whereas in the latter case it wdl be indirect 
The inheritance tax is commonly considered a direct tax. It falls on 
the successor and it tends to stay there. But the predecessor, while 
he was ahve, may have taken an insurance policy to cover the amount 
of the tax Ln this case it imposes an indirect money burden on him. 


1 
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Income-tax, again, is a direct tax but in exceptional cases a part of it 
may be shifted. To that extent it will become an indirect tax. We 
may thus conclude by saying ,that we cannot draw hard lines between 
taxes which are direct and those which are indirect. The distinc- 
tion between the two types is settled by the question whether the 
tax can be shifted or not. If it is shifted, it is indirect otherwise 
direct. 

4. Relative Merits and Demerits of Direct and Indirect 
Taxes. We compare these two forms of taxes not with the object of 
choosing whether we should have the one or the other. No country 
relies exclusively on one type. Both direct and indirect taxes are 
needed to make up an equitable and adequate tax system. *T can 
never think,” said Great Scotman, “ of direct and indirect taxation 
except as I should think of two attractive sisteis who have been in- 
troduced into the gay world of London, ea'ch with an ample fortune, 
both having the same percentage — for the parents of both I believe 
to be Necessity and Invention — differing only as sisters may differ 
” x However, direct taxes are better in some respects and in- 
direct in some other respects. 

In favour of direct taxes we can say : (a) They are more equit- 

able as progression can be applied to them. The rate of the tax is 
varied to make the tax conform to the ability to pay. 

(6) They are economical as the cost of collection is small, and, 
there being no intermediary between the tax-payer and the State, 
no part of the tax evaporates in transit. 

(c) Their yield can be calculated with a fair degree of precision. 
The tax-payer is also certain of the amount that he has to pay. 

(d) They have a high degree of elasticity. Income tax in this 
war very satisfactorily responded to the enormously enhanced needs 
of the State. 

( e ) They create a civic consciousness among the tax-payers. A 
man who pays a direct tax feels that he is contributing towards the 
State expenditure. He is expected to take keener interest in civic 
affairs. 

On the other hand, direct taxes have some drawbacks too. (a) They 
are very inconvenient to pay. Every tax-payer feels the pinch. 
Hence they are not popular. The tax has to be paid in lump sum, 
the filing of returns is a complicated affair and there is lot of 
harassment. 

(6) They can be easily evaded and the State defrauded of its 
due. A direct tax is a tax on honesty. 

The Merits of Indirect Taxation are as under : (a) It is conveni- 
ent. The man pays a tax when he buys a commodity and at a time 
when he oan afford it. It is paid in small trickles rather than in 
lump sum; many people prefer to be' taxed in the dark.’ The tax- 

11. Quoted by Findlr v Shirras — Science of Public Finance, 1936, p- 297. 
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payer does not feet that he is paying it. The tax is wrapped in the 
price of the commodity ho buys. 

(b) It is very difficult to evade an indirect tax. 

(c) Indirect taxes can also he made more equitable by^ being 
imposed on articles generally consumed by the rich. Luxuries are 
generally taxed at a higher rate. 

{d) When imposed on necessaries of life or articles for which 
the demand is inelastic, indirect taxes are also fairly elastic. 

(e) They have u beneficial social effect as by means of such 
taxes the consumption of harmful drugs and intoxicants can bo 
discouraged. 

The demerits of in Hrert taxes areas follows Thay are un- 

certain. It is not always possible to anticipate the various repercus- 
sions of a tax imposed on a commodity. Tho finance minister cannot 
precisely calculate tho estimated yield of a tax. 

(b) They are regressive. Every consumer of tho taxed com- 
modity, rich or poor, pays tho tax at tho same rate. Therefore, the 
real burden on tho poor is greater than on the rich. If the tax is 
imposed on the necessaries of the life, its regressive character is 
accentuated. According to Engel’s Law of Consumption, the bulk 
of a poor man’s income is spent on necessaries of lifo. The poor 
man pays tho tax, therefore, on almost all his income, whereas the 
rioh man pay i it on a relatively smallor portion of income spent on 
necessaries of life. 

(c) They do not dovelop any civic consciousness in the tax- 
payer. 

(d) Although the shop-keeper is considered an unpaid tax 
collector, yet it is thought that the cost of collection of certain in- 
direct taxes is very heavy. In case of customs duties, a highly-paid 
staff of custom officials, appraisers, raiding parties to prevent smuggl- 
ing havo to bo engaged. Those taxes are uneconomical in another 
way. Tho taxed commodity passes through a number of middlemen 
and each adds something to tho tax, so that the final consumer pays 
much more than the Stato receives. 


Tho distinction between direct taxes and indirect taxes is not 
of much practical importance We cannot assume that entire burden 
of direct taxation falls on the rich and that of indirect taxation on 
the poor. Indirect taxes like taxes on luxuries fall on the rich and 
not on tho poor. It is, however, generally true that indirect taxes 
like inheritance tax and income and supertax fall exclusively on the 
rich. In a good tax system we must have a proper balance betweon 
direct and indirect taxation. One corrects the other. Indirect taxa- 
tion relieves exclusive pressure on the rich and makes the system of 
taxation broad based. 


5 ' or Absorption .Theory of Taxation. Th< 

advocates of the diffusion theory say that a tax gets automatical!.'; 
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diffused in the community very widely so that each individual tax- 
payer bears only a small proportion of the tax, a proportion which 
he can and ought to bear. It is intended to convey that the tax 
burden is, automatically equitably distributed among [the various 
sections of the community. The conclusion follows that it is useless 
to bother about incidence and it is impossible in this world of com- 
plicated exchanges to trace the shifting of a tax which settles the 
question of ultimate inoidence. In other words, the taxing authority 
may comfortably rest in the belief that everything is all right with 
their tax policy. Even if a tax contains an initial element of in- 
justice, adjustments are sure to be made and the iniquity will be 
eilhor eliminated or not felt at all. Towards the end of the eighteenth 
century. Lord Mansfield said : “I hold it to be true that a tax laid 
in any place is like a pebble falling into and making circles in a lake, 
till one circle produces and gives motion, to another, and the whole 
circumference is agitated from the centre.” 1 This is how a tax gets 
diffused or spread throughout the community. The diffusion takes 
place through the exchanging process. If a tax is imposed on a 
commodity, little by little it is shifted on to the consumers concealed 
in the price, of the commodity. A tax on profits will enter the cost 
of the commodity. A tax forms a part of the cost of production of 
a commodity or of the cost of rendering a service and as such it 
moves from person to person along with the commodity and comes 
to rest where it ought to. It does not affect any particular part of 
the commodity adversely. Canard compares taxation with the 
operation of cupping. “After taking the blood from the vein,” ho 
' says, “it is no more bloodless than any of the other veins owing to 
the circulation of the blood through the body.” 2 

It cannot be denied that some diffusion of taxation does take 
place. But it is trying to prove too much to say that through thiB 
diffusion process the burden of taxation is automatically adjusted 
according to the tax-payer’s faculty to bear the tax. If it had been 
bo sure and automatic, the finance ministers would not have been at 
- pains to work at the probable effects of a tax and find, out its ulti- 
mate resting place. If the taxes were to be diffused according to 
some unknown law they would not have tried to devise some taxes 
for the taxation of some particular class of people. Nobody serious- 
ly believes that the taxes are spread throughout the community 
otherwise how are we to explain the hue and cry raised whenever a 
tax is imposed. The tax does stick to certain persons. It is not 
like the cupping operation but like the cutting of a branch of a tree 
or a limb . of the body. 

There , are certain taxes like the poll tax, inheritance tax or in- 
come-tax in which there is no shifting at all. There is not the least 
diffusion. The theory has only a limited application. It applies to 
indirect taxes and even in their cases there is no diffusion throughout 
the community. 

1. Quoted bv Findlay Shirras— Science of Public Finance, 1030, p.' 33t>. 

• ' 2. Ib;d., p. 317. ' ■ , 
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The diffusion theory assumes free and perfect competition which 
but rarely exists. There is a good deal of economic friction winch 
obstructs the shifting of a tax. 

To sum up the diffusion theory is unsound in principle, -contrary 
to actual experience and belief and that it has got only a limited 
application Its only redeeming feature is that it emphasises tho fact 
that the taxes do not stay where t hey a re first imposed. But we 
cannot rely on a theory like this to distribute the tax burden in the 
community fairly and completely. 

Let us now consider the incidence of some important taxes. 

6. Commodity Tax. A tax on a commodity tends to be shifted 
forward from the producer to the consumer and from the consumer 
backward to the producer. A tax on production of a commodity 
tends to raise its price and will, therefore, be normally borne by the 
consumer. But a tax on consumption is likely to check consumption 
and tends to be shifted backward to the producer. But to what 
extent the tax will actually be shifted will depend upon the factors 
governing demand for and supply of that commodity. If demand 
is inelastic which is the case with the necessaries of life, the people 
mhst buy the commodity. Tiie producer will be in a stronger posi- t 
tion and the entire I urden of the tax will be shifted on to the con- 
sumer. But in case of elastic demand tho people will buy less. In 
that case the price will not rise by the full amount of tho tax. The 
tax will, therefore, be borne partly by the buyers and partly by the 
sellers. How much exactly will depend on the degree of elasticity. 
In the same manner if the supply is inelastic, as in the case of a 
perishable commodity, the seller cannot withdraw the supply. His 
position is weak. The tax will stick to him. In case of an elastic 
supply he can shift the burden on to the consumers. “As a rule the 
consumer bears a smaller part of the tax when the domand is more 
elastic than the supply than he does when the supply is more elastic 
than the demand.” 

It is possible that the price may not rise at all. This will hap- 
pen when the consumers have been able to discover an untaxed 
supply of the commodity or satisfactory untaxed substitute. In this 
case the entire burden of the tax falls on the producer or seller. 

On the supply side, the laws of return will also exert their in- 
fluence.. The taxing of a commodity tends to check its demand 
which in its turn will cheat production. Now if the industry is 
subject to Law of Increasing Returns, the reduced production will 
be obtained at a higher cost and in case of the Law of Diminishing 
Returns at a lower cost. In the former case the price will be higher 
than in the latter case with a corresponding burden on the oon- 
amner. ° 

Much also depends on the amount and the method of taxation. 

small tax no body bothers about. No producer would like to 
annoy his customers for a paltry sum. He would oheerfully bear it 
mmself. Only when it is heavy, the shifting will take place. A tax 
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on marginal output will raise the price and not one on the surplus 
output. 

The nature of the commodity also will make a difference. A 
tax on a commodity like sugar gets rapidly adjusted and shifted. 
But a tax on a house oannot be so readily shifted for rent-is fixed for 
a period and during the currenoy of the lease nothing can be done. 

Other factors which govern the course of shifting of a commodity 
tax are whether competition is perfect and whether labour and 
capital are freely mobile. Only in case of free and unfettered com- 
petition can the tax be passed on to the consumer otherwise it will 
stick to the producer. If labour and capital are freely mobile, it 
will add to the ability of the producer t j shift the burden on to the 
consumer. If, on the other hand, large fixed capital is locked up 
in the industry, the position of the producer is correspondingly 
weakened and the probability will be that the tax burden will be 
borne by him. He cannot withdraw bis capital. He must continue 
in the field even when he is losing for a time. 

Thus incidence is a very complicated affair. It is a part of a 
larger problem of price determination. There are varioua conflicting 
influences on price. We say that a tax on commodity tends to be 
borne by the consumer. But this tendency may or may not be 
actually realised. Unless the price is affected, the consumer iB not 
touched and he is touched only to the extent that price is raised by 
the imposition of a tax. 

7. Tax on Monopoly. We have said that the question of 
incidence is a part of a larger question of the theory of value. Aa 
value determination differs in the case of a monopoly from the value 
determination under competitive conditions, in the same manner the 
incidence of a tax on monopoly also works out differently. 

The monopoly tax may be (a) independent of the output of the 
monopolised product or it may vary with the output, i.e , increase or 
decrease with the output. 

When the tax is independent of the quantity it may either be 
a lump sum tax on the monopolists or a percentage of the monopoly 
net revenue (profit). In both theso'cases — the lump sum or percentage 
on the monopoly net profit — it will fall on the monopolist. He cannot 
Bhift it to the consumer. This could be done by raising the price.' 
But he is already supposed to have fixed a price whioh yielded him 
the maximum monopoly net revenue. A price higher or lower than 
this must have meant a less monopoly net profit. If it had been 
possible for him to raise the price consistent with the policy of maxi- 
mising his profit, he would have done it already . Any alteration in 
the price, thus, would be at the expense of his profit. That being 
the case he must now pay the tax out of his own profit. He will 
get the gieatest profit now after paying the tax by leaving the 
selling price unchanged and the consumer unaffected. 

It is possible that instead of re-calculating how he would maxi- 
mise his profit after paying the tax he may simply put up the price 
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shifting the tax to the consumer. But by so doing he may have re- 
duced his monopoly profit. “Ho may prefer this to a rather greater 
profit at the expense of a greater effort.” 

In case, howover, he has been charging less out of consideration 
for consumers' welfare than what he could charge for maximising 
profit, he will, when the tax is imposed, take in the 'slack’ nnd to 
this extent the burden of the tax has ‘men shifted to tho consumers. 

Now let us see what happens when tho tax varies directly or 
inversely with the quantity of the commodity produced. In this 
case, as discussed in the previous section, elasticities of demand and 
supply and tho influence of the laws of returns will have to be taken 
into account. The tax will enter the cost of production. It will 
mean an addition to the cost of oich unit produced. Taxing of tho 
commodity, therefore, raises the price which will tend to reduce the 
demand. If, however, the demand is inelastic, it cannot be appre- 
ciably reduced and tho tax will be shifted to tho consumer. If the 
demand is elastic, tho consumers can make adjustments and buy 
less of the taxed commodity in which case the tax will partly be 
borne by the monopolist, for instead of facing a decline in dornand ho 
may reduce the price and decido to bear the tax himself. If tho 
supply is more elastic, then the producer is in a stronger position. 

. as , demand is more elastic than tho supply, the consumer 
will bear less burden of the tax; and if supply is more elastic than 
the demand, then the producer will bear less. If tho production of 
the commodity obeys the Law of Increasing Returns the reduction in 
production consequent upon the imposition of a tax will raise the 
price more than if it x\ ere subject to the Law of Diminishing Re- 
turns. Tho burden on the consumer in the former case wall be 
greater than in the latter case. 

amoun t of the tax increases with the increase of output 
b r ° t f D, I ,t{ ’ d t0 produce more and keep the 
l „ f f tb r e ta * wiH entire, y h ° the monopo- 

ly consumers ’ ^ tra “ fema « * F art of his monopoly profit to 

nurt LIr* T ^ m ? ort , s and Exports. Import duties are generally, 
and almost exclusively, borne by the homo consumer The duty 

paid by the importer is added to tho price that he charges from the 
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can be shifted to f Ve ^ rare cases the burden of such duties 
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exporter is in an exceptionally strong position so that the duty can 
bo shifted to the foreign purchaser. For example we may have a 
monopoly of the supply of a commodity and the demand of the 
foreigners for our product is inelastic, whereas so many other alter- 
native markets are open to us. In such circumstances we can 
certainly make the foreigner pay the export duty by raising the 
price of the commodity by the amount of the duty. But such con- 
ditions are very rare and unless they are present the export duty 
must be borne by the exporter. Dalton lays down this rule : 
‘'Taxes on imports and exports may, then, bo regarded as obstacles 
to exchange and in accordance with the preceding theory, the direct 
money burden of any such obstacle is divided between the two 
parties to the exchange in inverse proportion to the elasticities of 
their respective demands. In other words it is divided in direct 
proportion to the urgencies of their respective needs, which aro 
satisfied by the exchange.” 1 

9. Taxation of Land. The value of land depends on two sets 
of factors : (a) Natural factors like tho fertility of the soil, the situa- 
tion of the land and some ofchet natural conditions ; and (bj invest- 
ment of capital in drainage schemes, anti-erosion measures* irriga- 
tion facilities and other measures necessary to increase and sustain 
productivity. Tho tax depending on tho first set of factors .is a tax 
on economic rent and has a tondenoy to fall on tho owner. Ho can- 
not shift it to tho tenant for economic rent is determined by factors 
independent of a land tax. Tho owner is supposed already to be 
charging rent fully measuring tho superiority of his land over the 
marginal land. But in case through ignorance, indifference or indul- 
gence he has not been charging full economic rent, he will, when tho 
tax is imposed, sharply look round and take in the ‘slack’. To this 
extent the tax is shifted to the tenant. 

Tho tax of this nature, i.e., tho tax on economic rent, cannot be 
passed on to the consumer for tbe consumer can only bo reached 
through tho price. ' We know rent does not enter iuto price. Tho 
raising or lowering of the rent does not affect price. The fact that 
tho tax is paid by the occupier makes no difference. If he pays it 
in tho first instance ho can deduct it when ho pays tho rent to the 
owner. 

Tax on economic rent is thus borne by'thc owner of tho land 
and not by the tenant or the consumer of tbe product. 

But where tho owner can vary his investment in land, he will 
"reduce this investment when tho tax is imposed. This will affect 
the yield v»d lienee the price of the commodity. In this case, the., 
in the case of improvements, it is shifted to the consumer. 

Tax on building sites also tends to bo thrown on the owners of 
these situ who enjoy surplus income on account of more favourable 
situation of their sites. 

Can fch-> land uk be shifted to a prospective purchaser of the 


1. lldou — Vnusipli** of Public Ftiuniv, 1943, p, 57, 
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land i No, the tendency is that it will be borne by the present 
owner. The purchaser while purchasing land will bear in mind that 
he will have to pay the tax. He will, consequently, offer less price. 
The tax is thus capitalised or absorbed, in the lower price that the 
land will command. This will happen to the extent that future tax 
payments can be accurately forecast. But there is also a neutralis- 
ing tendency. Future increases in land values may also be antici- 
pated and more price offered. 


10. Tax on Buildings. There are two parties in immediate 
contact with each other so far as housing is concerned, viz., the 
owner and the occupier. If the tax is imposed on the owner, he will 
try to raise the house rent and thus shift it to the occupier or tenant. 
But he cannot do anything during the currency of the lease. Further 
there may be a rent law controlling rents and forbidding the landlord 
from raising the rents. Even if he can raise the rent, the tenant 
may shift preferring less accommodation to higher rent. In such 
cases, therefore, the incidence will be on the landlord, at any rate for 
some time. But the effect will be that building a house for letting 
it out may not remain a paying proposition. A heavy tax will chekc 
building activity and remuneration of the builder and of other people 
engaged in the trade may fall. The demand for building sites may 
deorease. If they try to sell off, the new purchaser will bear in 
mind the tax and offer correspondingly less. But in course of time the 
supply of houses will fall off and the rents must rise thus shifting the 
burden, to some extent, to the tenants. Thus the tax may.fall partly 
on the owner, partly on the builder and partly on the occupier. 

If, on the other hand, the tax is imposed on the occupier, it will 
tend to stick to him. It is not easy to find a new house nor so con- 
venient to shift. One likes to stay ou where he is. The demand for 
a house is inelastic. We must have a house. The landlord, there- 
fore, is in a much stronger position. The tax will thus stay where 
its first impact was. But if the occupier is a shop-keeper, then he 
may be able to shift the tax to his customers in the neighbourhood 
especially if they are poor by raising a bit the price of the commo- 
dities ho sells. The poor customers must buy from the neighbouring 
shop. We must remember, however, that the development of means 
of communication and transport brings the travelling salesman at 
our door and weaken the grip of the neighbouring store. 

W'e may thus conclude that the tax on buildings will fall 
generally on the occupier but under certain circumstances may be 
shifted to the owner, the builder or the customer. 


11. The Incidence of Rates. Rates are imposed by the local 
b^ies on immovable property in proportion either of the annual 
value or the capital value of the property. Their incidence is just 

hke incidence of building taxes discussed above. They will be borne 
by the owners, occupiers or customers (in case the property is 
used for business purposes) and the respective burden on eaoh will 
depend on the economic friction and the relative bargaining strength 
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of parties, or, what comes to the same thing, on the relative elastici- 
ties of demand for and supply of the property taxed. 

As a general rale the tax on the site value will ultimately be 
borne by the owner and that on building value, or what may bo 
called the beneficial rate, by the occupier or customer in case of 
business premises. Much will depend on the willingness or the ability 
of the oocupier to shift to another site. The more he is willing or 
able to shift, the greater will the tendency of the rate falling on the 
owner. In the short period, the modo of collection is also important. 
Wherever its impact is whether on the owner or the occupier, in the 
short period it will tend to stick there. 

12. Taxes on Personal Property. In case there is a general 
tax on all sorts of personal property it will be a tax on wealth. It 
will generally be borne by the owners of wealth. But if the tax is 
very heavy its incidence may be more widely spread. It may dis- 
courage saving, check the accumulation of capital or drive it abroad 

and the whole community will suffer by the diminution of production. 

* 

But some particular form of personal property may be selected 
for taxation, e.y,, oar, radio sot or - jewellery. In this case the 
incidence will bo shared according to the relative elasticities of 
demand and supply. Demand for the articles mentioned above is 
elastic. The imposition of the tax will check the demand ; and if 
there is a keen competition among the producers, they will have to 
reduce the price, or what comes to the same thing, offer to pay the 
tax. The tax in this case is shifted to the producer or the seller. 

If the property is being used for business purposes such as 
doctors’ equipment then, a heavy tax will have a tendency to be 
shifted to the customers, especially if tho position of the business 
man rolative to his customers happens to be strong. 

' 13. Death Duty. In almost all advanced countries, death 

duties form an important part of tho tax system. Death dutios take 
two forms : Estate Duty and Succession Duty. The estate duty is 
levied on tho total value of the estate (i.e., movable and immovable 
property) left by the deceased irrespective of the relationship of the 
successor. It is graduated with reference to the total value of the 
property. The succession duty varies with tho relationship of the 
beneficiary to tho deceased. It is graduated on the basis of the 
windfall element which increases wi>h the distance of relationship. 
Further, it takes into consideration individual shares of the succes- 
sors and not the total value as in estate duty. In England the death 
duty is a combination of both estate duty and succession duty. In 
Germany the duty imposed also takes into consideration the property 
already held by the beneficiary. Other things being equal the rate of 
the duty will bo higher if the beneficiary already owns a large pro- 
perty. The Estate Duty Bill has also been introduced in the Dominion 
Parliament in India (1948) and the charging clauses of the Bill 
generally follow the provisions of the legislation in the United 
Kingdom. 
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case the tax is very heavy, it will discourage the accumulation of 
capitalto the detriment of trade, and industry in the country. In 
that case the incidence ■will be more widely spread among the 
consuming public. 

16. Tax on Profits. The problem of incidence of tax on 
profits is complicated by the fact that there is difference of opinion 
among the economists about the definition of profits and the elements 
that compose it. Some economists, like Professor Walker, regard 
profits as analogous to rent. In this sense profit is a surplus 
earned by the entrepreneur who is superior tef the marginal 
entrepreneur. The price in the market is determined by the 
marginal producer. Hence just as rent does not enter into price, 
similarly profit also does not enter into price. It cannot, therefore, 
be shifted to the consumer. It will be borne by the business man 
who pays it. But we do not subscribe to this theory . Even the 
marginal entrepreneur must have some profit in the long run. 
Normal profit is, therefore, not a surplus but a part of the necessary 
cost. This, however, does not lead us to the conclusion that a tax So 
profit will be shifted to the consumer unless the entrepreneur in 
able to influence the price which he rarely can. For an ordinary 
individual entrepreneur price in the market is fixed. That being so 
a tax on his profits mnst come out of his own pocket. A general tax 
on profits, as a rule, is not shifted, unless the prices are rising rapidly 
and the consumers are anxious to buy. This, however, isvery rare. 

But if the tax is a special tax on profits from a particular trade 
and industry then there will bo a tendency for the entepreneurs to 
withdraw themselves from such lines. If this happens the incidence 
will ultimately be shifted to the consumers of the commodity or 
the users of the service supplied by these entrepreneurs. A great 
deal depends upon the elasticity of demand and the mobility of capital. 

A tax on profits may take the form of a licence duty. Even in 
this case it wifi be borne by the producer. In order to re-imburse 
himself the producer may increase his output. The consumer bene- 
fits but the incidence of licence duty will fall on the producer. It is 
generally too small to make the producer try to shift it. 

17. Tax on Quasi-rent. Quasi-rent represents the return on 
a factor of production' (usually durable goods) whose supply ’is 
temporarily fixed. If a tax is imposed on this return, it will tend 
to stick at the point of it3 first impact. In this it is like economic 
rent. The supply of the factors is inelastic over a short period and 
the owner cannot shift the tax by withdrawing its supply to the 
consumer of the product. But over a long period a tax on quasi- 
rent is like a tax on interest. It will tend to check investment in 
that direction. The supply of the commodity will contract and its 
price will rise so that the tax is shifted to the consumer. Thus the 
incidence of a tax on quasi-rent tends to fall on the producer in the 
long run and on the consumer in the short period, 

18. Tax on Wages. Wages are not taxed directly in modem 
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CHAPTER XLVII 

PUBLIC DEBT 

^ 1. The Beginning and Growth of Public Credit. Borrowing 
bv public authority is of a recent growth. It was not known till the 
eighteenth century. Whenever there was an emergency, usually a 
war the monarch relied on his hoarded wealth or borrowed on his 
own personal credit. Books on history abound in instances of labul- 
ous hoards and accounts of loots and sacks of hoarded wealth either 
from King’s treasuries or from the temples and churches. Mahmud 
Ghaznavi’s seventeen raids on India are well-known and so are the 
preditory raids of Shivaji. Shivaji is supposed to have taken away 
from the' first sack of Surat Rs. 10,000,000. Athenian hoards were _ 
believed to be enormous. The private treasure of a ruler of an im- 
portant Indian State is considered to be more than the equivalent ot 
£10,000,000 and his jewels, when valued at the time of his accession 
were found to be equal to £150,000,000. It was on treasures like 
these that monarclis m every country relied for financing a war or a 
programme of public works like that of Sher Shah or Beroz Shah 
Tughlak. 

But this method of finance is out of harmony with modern con- 
ditions. It would be out of date, inadequate and uneconomical. 
In the nineteenth century public credit replaced private credit and 
once started the growth was phenomenal. Development of trade 
and industry since the introduction of the limited liability principle, 
growth of banking and insurance companies, perfecting of fiscal 
arrangements and the evolution of a well-ordered system of finance, 
e.g., meeting recurring expenditure out of current revenues, estab- 
lishment of a sound system of administration and justice are some of 
the factors that are responsible for the rapid growth of the system of 
public credit. An average citizen today has a sense of security and 
confidence and his willingness and ability to lend have increased. 
These constitute a solid foundation of a system of public credit. 

This system of public credit making it easy for the States to 
borrow has led to tremendous increase in the indebtedness of modern 
States. The public debt of 27 countries in 1900 was £ 6,079,000 000, in 
1913 it increased to £ 8,566,000,000, and in 1933 to £ 22,000,000,000. 
Almost the sole responsibility for the phenomenal increase lies on 
war. The net cost of the war (1914-18) was estimated at 
£ 42,000,000,000. 1 The war of ( 1939-45) has been infinitely most 
costly and when final estimate of its cost comes to be written down, 
the figure will no doubt be staggering. 

2. The Benefits and the Dangers of Public Credit. The 
system-of public credit offers many advantages. In the first place, 
although cred it does not increase’ capital yet it certainly makes 

1. Fmdlnj Sjhirrns— Science oFPublic Finance, 193G, p 779. 
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(«') Foreign loins lead to a constant drain of wealth out of the 
country. If the money has been borrowed for unproductive pur- 
poses, tho interest payments tepresent a dead weight which posterity 
has to enrry. It is a drain, pure and simple. 

(t) 1 ubhe borrowing leads to international complications and 
instead of promoting peace, it may endanger peace. Vested interests 
are created. Public lonns can well be a source of constant friction 
between the lending and tho borrowing nations. 

On the whole, the advantages of public credit far outweigh 
its disadvantages. There are few things in the world which present 
onl> one side the brighter side Public borrowing has the 
darker side, but its brighter side is more prominently displayed. It 
has conferred numerous and lasting benefits on all concerned, lenders 
ana borrowers. 

mi r',, How tIie Governments Raise Funds for Emergencies 

0 ‘funds" l\Z S Z n T MB nr ° ka0 "' n t0 pub,lc financiers for g raising 
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resistance and do not overwork their tax system. Taxes are no doubt 
increased but they soon have a resort to other methods of raising re* 
venues. To finance a modem war by means of taxation will be 
height of folly and is sure to lead to a revolution. The home front 
will crack before long. Much reliance, therefore, cannot be placed 
on this source. 

5. Temporary Vs. Permanent Loans. Temporary Loans are 
usually raised by the sale of treasury bills or by ways-and-means 
advances from the Central Bank. Ab a rule they are raised in- 
ternally. The following are some of the considerations which either 
favour or necessitate short-term borrowing : — 

(а) When the prevailing rates of interest in the money 
market are abnormally high, it will be unwise for the Government 
to saddle itself with heavy interest payments for adong time. It 
will be prudent in such cases to raise a temporary loan till the rates 
come down and time for a permanent loan is more opportune. 

(б) When the Government has to tide over a temporary diffi- 
culty, it will be unnecessary to raise a permanent loan. The caseB 
in point are covering a budgetry deficit or simply bridging the gap 
between immediate expenditure and expeoted income, i.e., the 
new tax revenue may not start flowing in till June or July and 
there may be a temporary shortage of funds in April and May. 
Temporary borrowing is the only proper course in such a case. If 
the purposo is temporary, the loan cannot be permanent. 

(c) Temporary borrowing has the merit of enabling the Govern- 
ment to carry on its activities unhampered and avoid the incon- 
venience of raising a 'permanent loan. 

{d) The issue of temporary loans is welcome to the money 
market. Treasury Bills are the safest and the most profitable invest- 
ment for the banks, and they constitute an' ideal outlet for their 
surplus funds. 

But as against this, temporary loans have some drawbacks : — 

(a) When the Government enters the money market for raising 
temporary loans, the funds of the banks are diverted from trade and 
industry to the Government treasury. Trade and industry are conse- 
quently starved. Even the bank deposits decline. This competi- 
tion from the Government in the money market beyond a limit may 
have very adverse economic effects. 

(b) Existence of a largo floating debt may prove to be a 
source of embarrassment to the Government. It may shake public 
confidence in the financial stability of the State and may produce 
unhealthy repercussions. When a big temporary loan matures, the 
Government finances may be subjected to severe and unbearible 
strain. 

(c) It is generally seen that when one temporary loan matures, 
another is issued to repay the first. Temporary loan, therefore, in 
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fact becomes a permanent one. The funds of the money market are 
indefinitely locked up to the detriment of commerce and in- 
dustry. .... 

(d) The existence of a largo floating dent has dangerous poten- 
tialities for the future when a real emergency arises. For example 
vrhen war breaks out, the Government will at one* need large funds 
but if it is already indebtel ami has raised loans to the very hilt, 
the prospect# of raising new fund# will be gloomy indeed. 

(e) Another danger inherent in temporary loans is that it gene- 
ratty leads to inflation. When the loan matures, the Government 
may just print note,s to repay the debt. Tno danger# of inflation w«: 
only too well known to the present generation in India. Wo shall 
discuss these dangers presently. 

([) There is no legislative control over temporary borrowing 
and there is not much publicity. It is carried through by purely 
executive action. The danger of over-borrowing, therefore, is 8 real 
danger. Over-borrowing may lead to extravagance. 

Permanent borrowing hns merits and demerits of its own. In 
favourof a permanent loan we can say that, 

(a) It is profitable when the interest rates prevailing are low. 
Such conditions arc really favourable for the launching ofsorne public 
works programme for the capital charges will be low. 

lb) A long-period loan does not embarrass the Government. 
Timely arrangements can bo tunde for its repayment. 

(c) Government bonds arc a very good investment. Thor 
provido a remunerative outlet for the trust funds, funds of the bank? 
and of insurance companies. There is no doubt that Faring is stimu- 
lated and the nation is enabled to accumulate large capital, 

(<i) It also satisfies our sense of equity to think that the future 
generation which is certainly going to benefit by public works like 
irrigation and railways and may also benefit from the spoils of the 
war, must also be made to bear a duo burden. This can only be 
dono if theso ventures are financed by means of long-term loans. 

(e) Long-term loans nrc a veritable necessity for tho prosecuting 
of a modern war or forrepairing the destruction wrought by it. Tho 
restoration of the ruined areas to their normal condition must re- 
quire funds too large to be raised by taxes. Such a huge burden' 
cannot be placed on tho finances of a few years. It. must be spread 
over a^ long period to make it bearable. This can only bo dono by 
resorting to a long-term loan. 

Loans taken for productive purposes create national wealth 
out of which both the principle and interest can bo met and still the 
sources of wealth like canals and railways remain in the country and 
augment national wealth in the future. Long-term loans are thus 
very profitable. . 

. Finally, long-term loans give the citizens a permanent interest 

ne state, Thoy aronso civic consciousness and nurture the 



PUBLIC DEBT 


619 


sentiment of patriotism, for a very direct relation is established 
botween the citizen and the State through public borrowing. 

Long-term or permanent borrowing is, however, not free from 
objections. Some of which are as under : — 

(a) It is undesirable to raise a long-term loan when the rates of 
interest are ruling high. To issue a, long-term loan at such a time 
will certainly be objectionable from the public point of view. 

(b) It iB also not quite fair that we make posterity suffer for our 
mistakes. Why should the future generations of Germany be 
punished for the blunders that Hitler committed. In the same manner, 
through miscalculations a big public workB programme may be 
miscarried and posterity may be saddled with a losing concern. 

(c) As compared with taxes, it is so easy for the Government to 
get money by raising loans. Taxation is not popular. People will 
not let the Government easily tax them and waste public money. 
But the Government can further an unpopular cause or prosecute a 
doubtful venture by loans. This is a dangerous weapon in the hands 
of the Government and it has an undemocratic flavour. Wars would 
come to an end if they como to be financed by taxes alone. 

(d) A large public debt acts without doubt as a drag on trade 
' and industry. Large interest payments necessitate heavier taxation. 

Excessive taxation must hamper economic progress. Industry will 
be subjected to a great strain. 

In spite of these objections there seems to be no escape from 
borrowing. Every Government borrows and must borrow. Political 
exigencies are such. 

Long-dated loans can be internal or external, i.e., they may be 
raised from the inhabitants of the country or taken from a foreign 
Government. In the case of an external loan, the interest payment 
means a regular drain of wealth out of the country. It may have 
very undesirable consequences, e.g., loss of political independence. 
On the posterity it means a real burden if the loan was taken not 
for productive purposes but for prosecuting a war. 

6. Can a Nation Borrow Without a Limit ? Obviously not. 
it is just like the case of an individual. Debts after all have to be 
repaid. A State, therefore, cannot borrow without any regard for 
its paying capacity. The State can borrow in different forms and 
in each case there is a limit beyond which it oannot go consistent 
with its own safety. Let us consider these forms of borrowing and 
the limit in each case, 

(a) Issue of Paper Money. It is called a forced loan. Now, it 
is admitted that inflation is a very dangerous weapon ; we are soon 
caught in a spiral of rising prices. If oarried to an exoessive limit, 
the paper money will become worthless arid the entire economic life 
in the country will be paralysed. This is what happened in Germany 
in the war (1914-18). There is a limit beyond which notes cannot 
be printed, the limit will bo indicated by the rising prices. ’ 
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(b) External Loan. In this ease borrowing depends on financial 
stability and credit of the country. Few countries have unlimited 
national credit. .The budget of each country’ can give some idea 
beyond which no nation can expect to borrow from abroad. The 
foreign Government will be guided by the tax-bearing capacity nf the 
citizens of the borrowing State and the per capita income in the 
country. No foreign Government will lend without a limit. 


(c) Internal Borrowing. Here again there is a limit beyond 
which borrowing is not possible. The maximum limit is indicated ' 
by tlie physical saving possible. Theoretical^’ it may be said that 
the Government can borrow all what the people can save. Actually 
this would seldom happen unless, of course, the State is passing 
through a life and death struggle, that is when it is fighting for its 
very existence. But if Government borrows all what the people save, 
nothing is left for the finance of trade and industry. A continuous 
flow of new capital is needed not merely to maintain the existing 
capital intact but to create new capital, no! merely to run the indus- 
try efficiently but progressively. If the Government stops this flow or 
reduces it to a mere trickle, trade and industry will undoubtedly be 
hampered. We can, therefore, say that normally a State can borrow 
only the surplus funds, t.e., funds over and above tboso normally 
required by trade and industry. 

We thus come to the conclusion. that whether a State borrows 
from abroad or from inside the country or merely issues paper 
money, in each case there is a limit and that limit cannot be crossed 
cither without endangering the safoty of the State or impairing the 
production capacity of the nation. 


7- Inflation as a Means of Raising Public Funds- A modern 
war has become so costly that it has become impossible for a country 
to wage it without having a resort to the printing press. Loans and 
not prove adequate. In the later stages of the war 
(1914-18), Germany almost • exclusively relied ou this source and it 
proved^ her undoing. . In the receut war again, all belligerent 
countries had to tap this source, some more and others less. Even 
m England and America there was a considerable increase in noto- 
13S y?' ,* n India it had assumed dangerous dimensions and evoked 
spin ed protest from 20 top Indian economists. Between 
at ?^ March 1943 the note-issue in India increased by 
/o- -thus note-issue as a means of raising funds for emergencies 
has come to occupy a definite place in public finance. 

But it is admittedly the worst means and one that is fraught 
e „ S ^ ou i.^ an S ar ; ^is is not the place to discuss the adverse 
emnbnoi °f s .°I ^.° ov er-issue of paper currency. But we may 
effeefc nn w hat \ ndat l on ? r over-issue of notes has got an unsettling 
fnreSn trade l rt disturbs international trade by upsetting 

element nf aDgas \ ^ engenders speculation and imports an 
verv rnL S mt ° buainess relations. Thus it cuts the 

mSrtil e K, th -r trading wbich is bnsed on tb e possibility of 
g reasonable forecasts. In the words of Dalton, " Doped" by 
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artificial prosperity, they (business men) become first light-hearted 
and then light-headed, miscalculate prospects, misdirect resources, 
and launoh enterprises which are economically unsound. The mere 
cessation, sometimes even mere slackening in the rate of inflation, 
is enough, without any positive deflation, to break the illusion, to 
destroy business confidence, to disappoint anticipation of demand,' 
v and to put out of action sometimes, for considerable periods, a large 
part of the productive power which these business men control.” The 
steep rise in prices which follows in the wake of over-expansion of 
currency causes incalculable hardship to some members of the 
community. It hits hardest the poor consumer, the fixed incomist 
and the wage-earner. The debtor-oreditor relations are also upset. 
The net result of inflation is to bring undue gains to some and 
undeserved losses to many. “ It is a paradise for speculators and 
profiteers who are enriched through no effort of their own, partly at 
the expense of wage- earners (prices go up by the lift but wages by 
the stairs) but st ill ■ more at the expense of those with fixed 
incomes.” 1 

The people’s confidence in the stability of the State is rudely 
shaken. There is a flight from currency and this may ultimately 
have dire consequences. The government is caught in a vicious 
circle to come out of which is no easy task. Every extra issue of 
notes raises prices ; the government must find more money, there- 
fore, to make its purchases. This leads to more issue of notes and so 
on. It is a very slippery road and government inflating its currency 
is heading for an economic and politioal disaster. 

But apart from these dangerous reactions of inflation, the fin- 
ancial pundits have denounced it violently as being opposed to sound 
canons of finance. It has been called a forced loan and also free of 
interest, for the government by issuing notes equips itself with pur- 
chasing power at the same time diminishing the purchasing power 
of the people. If I have a 100-rupee note and the government 
doubles the note issue, the prices, according to the quantity theory 
of money, will double and my 100-rupee note will be able to buy 
goods worth Rs. 50 only. There is no diminution in the amount of 
money that I have but its purchasing power has gone down and 
money has no other use except to help to buy goo is and services. It 
simply comes to this that the people are forced to place at the dis- 
k poaal of the government goods and services which they could have 
purchased and this without their knowing it. It is not only forced 
loan but a concealed loan. It is the waving of the magic wand . 
Prof. C. N. Vakil calls it robbery. 

The most fundamental objection lo this mode of raising money 
is that it violates the canon of equity or equality. When prices rise 
all rich and poor pay high prices and they all buy at the same price. 
If the price of sugar rises from 4 as. a seer to S as. a seer, the poor 
man pays double the price along with the rich. But the rich ear. 
afford, the poor cannot. Inflation may be compared to proportional 


1. Thomas, S. E. — Elemonts of Economics, 1936, p. 071 
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taxation. It pays little heed to capacity to hear. In its effects, 
therefore, it is regressive. The poorer sections of the community 
are compelled to matte a larger contribution to State finances and 
they are the people who can afford to pay the least. Tim is sheer 
injustice. Wealth is redistributed in favour of the already rich. 

Thus inflation is politically dangerous, economically disastrous 
and morally indefensible. Had it not been for the dire need in which 
the States sometimes find themselves in, this method of raising funds 
perhaps would never have boen resorted to. It accentuates inequa- 
lities of wealth distribution ; it paralyses the machinery of wealth 
production and even as a source of revenuo it soon gets dried up. 

8. Classification of Public Debt. According to Findlay 
Shirras public debt may ho classified as under : — 

(1) According to the period or duration of the loan. On this basis 
the debt may bo permanent or irredeemable and redeemable debt, 
or short-term and long-term debt. In this connection a distinction 
is usually made between funded debt, unfunded debt and floating 
debt. 

Funded debt . It is a debt which is payable at some distant date 
after due notice and in accordance with the terms announced at the 
time of floating the loan. The term is usually applied in the sense 
of permanent debt, i.e , when the lender has no claim for repayment 
of the principal. 

Unfunded debt. It consists of loans which are repayable on a 
definite date. 

But as the time for repaym nl draws nearer the long-term loan 
becomes a short-term one and as Dalton puts it, “ Like a boat which 
securely beached on the shore, it is sooner or later floated off on the 
rising tide of the time.” 

Floating debt. It is the term usually applied to loans payable 
within a year such as Treasury Bdls and Ways and Means Advances 
from the Central Bank. 


(2) According to the method of floatation. On this basis the loans 
may be voluntary or compulsory. In modern times all loans are 
voluntary. There are no forced or compulsory loans 


(3) According to the place of floatation. The loan may be internal 
when it is subscribed to by persons and individuals living under the 
government raising the loan. Or the loan may be an extemel loan 
when it u subscribed to by persons and individuals livinc abroad. The 

external loan may be changed mto an internal loan when nationals 

w 7 mm C j-i r £ a l0an m r fae open markct - During the recent 
W ° r ( J 9 1 3 o't°A GQ ' rGrnmet l t of Indla been able to wipe off its 
external debt by means of repatriation schemes. The net^esulfc has 
been that the government has increased her internal indebtedness 
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and with the money so raised external loans have been paid off. 
This is really the changing of the external loan into an internal one. 

The effect of an internal loan is merely to redistribute wealth 
within the. community at the time of raising the loan and the repay- 
ment of the principal and interest. But when an external loan is 
raised the wealth is first transferred from the lending to the borrow- 
ing country, and at thejtime of repayment it is transferred from the 
borrowing to the lending country. 

(4) According to the purpose for which a loan is contracted. The 
debt is productive if it is taken to finance some productive schemes 
like railways and irrigation. It is unproductive or dead-weight debt 
when it is not covered by any assets yielding revenue. A war debt 
may be oalled unproductive or dead-weight debt. 

& 9. Debt Redemption or Repayment. Modern Governments 
make it a point of honour to repay their debts. Debt repayment 
maintains and Strengthens the national credit, so that if a national 
emergency arises later it will be easy to raise funds ; the State 
finanoes will not be down pressed under a heavy debt service. It 
will also release funds for trade and industry. A civilised State must 
honour its obligations. Hence all States m ike adequate arrange- 
ments for the repayment of interest and the principal. 

The following are some of the methods adopted : — 

(1) The utilisation of surplus revenue. This is an old method but 
badly out of tune with modern conditions. Budget surplus is not 
a common phenomenon. Even when there is a surplus it is so insigni- 
ficant that it cannot be used for making any material reduction in 
public debt. 

(2) Purchases of government stock in the market. The govern 
ment may buy its own stock in the market thus wiping off its obliga- 
tion to that extent. It may be done by the application of surplus re- 
venues or by borrowing at low rates' if the conditions are favourable. 

(3) Terminable annuities. When it is intended completely to 
wipe off a permanent debt, it may be arranged to pay the 0 creditora 
a certain fixed amount for a number of years. These annual pay- 
ments are oalled annuities. It will appear that during the time these 
annuities are being paid there will be much greater strain on the 
government finanoes than when only interest had to be paid. 

(4) Conversion. This is a method for reducing the burden of 
the debt. A government may have borrowed when the rate of inte- 
rest was high. Now if the rate of interest falls it can convert a high- 
rated loan into a low-rated one in this manner. The government 
gives notice to the creditors that they should either agree to reduce 
the interest rate for future payments or it will exercise its option of 
repaying the loan. In case the bondholders do not accept the lower 
rate, then the government will raise a new loan at lower rate of interest 
and with the proceeds pay off the old debt. The effect is to convert 
a high-rated loan into a low-rated one. The financial burden is con- 
sequently reduced. 
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(6) Sinlir.g Fund, This is the most important method. A 
fund is created for tlio repayment of every loan, by sotting asido a 
certain amount every year out of the current revonuo. The sum to 
be set aside is so calculated that over a cert un period, the total sum 
accumulated together with interest thereon is enough to pay off the 
loan. 

Apart from these normal methods of debt reduction, some un- 
orthodox or revolutionary schemes for debt reduction have al-o been 
put forward. They include : — 

(a) Dd)i Repudiation. A government may refuse to recognise 
obligations incurred by n former government. Unless the govern- 
ment conics into powtr as the outcome of a revolution, such a 
revolutionary proposal will not bo seriously put forward by any sane 
jtolitician. ft is usual for the governments to honour tilo commit- 
ments of the predecessors. 

(b) Compulsory Reduction of In'fr-j>!. This looks less offensive 
especially if the conditions have »o changed as to make the high 
rates onerous. But it does not look nice for a, civilised government 
to violate the sanctity of the contract, A democratic government 
will not lightly do it. 


(c) Steep Taxation of Ilijhtr Incomes. Wo have nlreada said 
that excessive taxation may have very adverse effects on trade and 
industry. It may dry up savings— a source of new capital. Indus- 
trial plant has to he renovated and reconditioned. Timely repairs 
and replacements aro e= e ential if it is to bo kept in proper trim. On- 
less this is done progress of industry is sure to bo hnmpered. It is 
very neoessary, therefore, in the interest of the business prosperity 
oiihe community, that no financial measure should be taken which 
is calculated to check the flow of capital and business ability. Al- 
ready the level of taxation 1ms reached a high pitch. To make it 
8toe P be to encroach upon the supply of capital essen- 
tial tor the maintenance and progress of trade and industry. 

. if) Capital Levy. The advocates of the lew propose that there 
™,rnnc f 1 6 J, )CC - n do , bt ' redemption levy, called' capital low, for the 
purpose of reducing the war debt. A law would be passed by which 

7„V nd 7.° mrm of n . suitable degree of wealth would bo 
nate hnir t„i' and , to come to “gam next morning as tho fortn- 
ranLm » l i° r ber o™ property on payment of an appropriate 
world war < 1014 7i P J 0p05al fo ™ d ™uch favour just when the first 
able to the lew 2 15 ovcr ‘, ^ bc Psychological conditions favour- 
sia S moftheL7; PreS wt But " tb0 ™ receded, the enthu- 

AtotoSteSdfSf 'Z? Jon3ider»bVd»„ F d. 

carried ^ 15 finite practicable but it cannot be 

National Debt and Taxffrinn™ 1 as ? e ? t j ? bo Colw yn Committee on 
sion that "even if there were * ppomtcd ® 1023_came to the conolu- 
received the relief from debt J] I ? > 1 p ?, ct “ capital levy being well 

L Quotcd >^>^^ 
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Several objections have been advanced against the 
a capital levy : — "'-of 

In the first place, it is pointed out that it will damage bdu^ 
capital and credit. Trade and industry must inevitably suffer. This 
sort of confiscation is bound to shake public morality and check the 
flow of capital into industry. 

In the second place, it proposes to penalise the thrifty. Those 
who have been extravagant cannot be touched by the State. They 
go scot free. The shadow of the levy must frighten away capital and 
disoourage saving. "It would be a case of burning your house to 
roast your pig.” 

Thirdly, the capital levy is bound to depress trade, bring down 
prices and wages and cripple the borrowing powers of the business 
men. 

Finally, there are bound to be administrative difficulties involved 
in a measure of such a nature. 


In favour of the capital levy it was pointed out (a) that by reliev- 
ing the exchequer of heavy burden of the debt charges, funds would 
be released for sooial services. The conditions of the masses can be 
vastly improved. This is not now possible for a big slice of the tax 
revenue is eaten up by the stock bolder. 

(6) That it would equalise the sacrifices made in the war by the 
rich and the poor. During a war, the rich remain at home 
whereas the poor join the army and Buffer untold privations at the 
front. 


(c) That it would be in conformity with the canon of equity. 
Those who are able to pay, will be made to pay . 

id) That it is much better to out short the agony and pay off 
the debt at one stroke rather than go on paying for 200 years. 

(c) That a' capital levy is no more unjust than high taxation. 
Both belong to the same category. Both can be condemned as 
immoral and confiscatory. There is nothing immoral in the levy. 
Morality is only a relative term. 

In face of such conflicting arguments, it is not so easy to give a 
verdict. Opinion is bound to remain divided on an issue like this. 
Our own opinion is that a capital levy is beyond the sphere of prac- 
tical finance ; there are really no short-cuts to debt redemption. 

10. Burden of Public Debt. In order to assess the burden of 
public debt we shall have to consider the nature and the purpose of 
the public debt. If the debt is taken for productive purposes, e g., for 
irrigation and railways, It will have no burden but confer a benefit 
provided the soheme has been successfully executed. Bat if the debt 
is unproductive it will impose both money burden and real burden 
on the community and the measure of the burden will depend on 
whether the debt is. internal or external. 

The internal debt involves a series of transfers of wealth within 
the oommuniby. For example when the loan is raised, money is 
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.^ferred from the lenders to the government, and the government 
often makes payments to contractors, government servants or to 
those people from whom it buys goods and services. Money is 
thus transferred from some sections of the community to other 
sections. In this case there is obviously no direct money burden of 
the debt. ' ' 

But there will be a direct real burden { i.e ., sacrifice, hardship or 
loss of economic welfare) on the community depending on the nature 
of these transfers of wealth. If by these transfers wealth comes to 
be more evenly distributed, i.e., wealth is transferred from the rich 
to the poor, then instead of being burdensome the public debt will 
bo considered beneficial. If, on the other hand, the public debt 
enriches the rich at the expense of the poor, it imposes a real 
burden. 


Let us analyse carefully the nature of the transfer. In order to 
repay the interest and the principal of the debt, the government 
must levy taxes. The tax-payers pay and the bondholders receive. 
The bondholders are without exception rich people. But the tax 
burden does not exclusively fall on the rich unless it is very sharply 
progressive which is seldom the case. The tax - burden falls on the 
rich and the poor both and in case of indirect taxes, it may be more 
on the poor than on the rich. The net result is that the wealth is 
transferred from the poor to the rich. This means a net loss of 
economic welfare. 


This burden is accentuated by the fact that the transfer is 
from the young to the old (the bondholders, the creditors of the 
government a,re generally advanced in age) and from the active 
to the passive members of the community. “Here,” says Dr, 
Dalton, if nowhere else in the sphere of public finance, the 
voice of equity rings loud and clear. There is also a general pre- 
sumption, on grounds of production (besides on grounds of distri- 
bution) against the enrichment of the passive at the expense of the 
J work and productive risk-taking are penalised for 
^ wealth.” 1 Thus internal debt has adverse 

srstr ,,ction a ' nd distribution 

ductS m Th e e°prodic b tSs likely toVe^ ^ ^ 

ar V ed r d - repaymedtTdS 

the wUUngn^ss to work L7t;1ave! kely t0 leduce the abi !% and 

debtYlso^nvolTe* a^sLieso^traasfcre of' wealth^t ' ^ he °^ er f, al 
same communitv like the internal debt Vh - but Dofc within the 

cnee. When the loan is rS wealth 1 aU the differ ' 

to the borrowing country and when . ans ^ etr ? d from tbe lending 
— o unwy, and when it , s repaid the transfer is in 


Dalton- Principles of Public Finauca, 1913, 
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the opposite direction. The amount of money paid by the debtor 
country towards interest and the principal is the measure of the 
direct money burden on the community. But if we want to know 
the direct real burden (i.e., loss of economic welfare) we shall have 
to consider the proportions in which the rich and the poor conribute 
in order to make these payments. The government will raise the 
required money by taxes. If the taxes fall largely on the rich, then 
the direct real burden will be less than it would be if the incidence 
is largely on the poor. The payment that we make to the foreign 
creditor gives him a control over our goods and services. He does 
not take away our money ; it is of no use to him. He buys with that 
money goods in our country. An external loan thus sets up a 
drain of goods from our country. In the absence of debt payments 
these goods would have been enjoyed by ourselves. This means a 
diminution of an economic welfare and hence a direct real burden. 

The indirect burden of the foreign debt lies in the check to 
production of wealth in the country. Taxes imposed in order to 
raise funds for debt payments may reduce willingness and ability to 
work and to save. The debt payments made by the government 
will reduce public expenditure in the directions which would have 
stimulated productions. Hence production may be checked. 

Tt is sometimes said that debt payments to foreign countries 
stimulate production and create more employment. International 
payments can he made only by exporting goods. For this purpose 
a country must produce more. Thus production iB stimulated but 
only in certain directions. There is no general increase in produc- 
tion and employment. Factors of production are limited. If they 
are needed in the export industries, they will have to be withdrawn 
from other industries which must consequently shrink. Thus there 
is only a diversion of resources and no net inorease in production 
and employment. 

11, Indian Public Debt. India occupies quite a happy position 
bo far as her public debt 'is concerned. The bulk of her debt is 
invested in solid and lucrative assets like railways and irrigation 
works or is lent out to Indian Provinces and States. 

Indian public debt has also been on the increase. In 1792 it 
was only £7 million. The wars waged by the East India Company ' 
made additions to it and on the eve of Mutiny of 1857 it stood . at 
£60 million. On account of the Mutiny it rose to £100 million in 
I860. Since then there has been a steady increase in our productive 
debt. In 1900 our total debt was £200 million of which £50 
million was unproductive. By 1914 the unproductive debt was 
reduced to a small figure of Us, 3 crores. But the Great War. (1914-- 
18) meant a great increase in unproductive debt which in- 1924 rose 
to B8. 258 crores and the productive debt at this time was Rs. 700 ' 
crores. 1 , , > . 

I, Sea our Indian Economics, 1945, p. 543, 
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Till 1939 a very large portion of our public debt was external. 
We know that external debt is a dead weight on the country whereas 
internal debt involves merely a redistribution of wealth within the 
community. This is a less commendable aspect of our public debt. 
The extent of our foreign obligations was estimated in 1934 at £612 
million. 1 It was estimated that Rs. 15 crores went out of the 
country every year in interest payments. 

But it is very gratifying to note that our sterling obligations 
have now been wiped out on account of the financial transaction with 
His Majesty’s Government during the recent War (1939-1945). The 
following figures show the change : — 

Maroh 31, 1938. March 31, 1946 


Sterling Loans and Railway Annuities Rs. 445 crores Rs. 39 crores. 
Rupee Loans and Treasury Bills ...Rs. 484 „ 1571 „ 

Unfunded Debt (Cash Certificates, Pro- 
vident Funds, Savings’ Bank Deposits) 

Rs. 229 „ 320 


Rs. 1158 „ 1930 


During the war India had a markedly favourable balance of 
taide. She had to recover a portion of her defence expenditure fr >m 
His Majesty’s Government. She had to incur lot of expenditure on 
behalf of the Allies. The net result of all this was that a huge 
amount ot sterling accumulated in England to her credit. A part of 
the accumulation was utilised for redemption and repatriation of 
tmnon 1 ' 1 '' 0 debt. Our sterling balances on Maroh 31, 1946, stood 


About 90% ofthe Indian debt is funded or permanent. The 
oatmg debt largely consists of the Treasnrv Bills issued by the 
Government which in 1940-41 amounted to Rs 39-30 crores. 

Till recently the Finance Department had no deliberate and 
S n S +u m a 1 P an debt redemption. The credit of having introduc* 
e e first systematic scheme of debt redemption belongs to Sir Basil 
placket who was Finance Member in the Viceroy’s Executive Council 
r .. ' 6 Pfyposed to set aside every year Rs. 4 crores plus 180th 

,, , 10 scess of debt outstanding at the end of each year over 
that outstandmg on 2lst March, 1923. The scheme had,‘ however, 
j uspended in 1933-34 when owing to loss of income due to 
!2m!If\ a 1' ra, ' r0a ! competition, the railways ceased making 
redemnMon U t°» 11 t0 J* 0 , gene , ral rs ™mie. The provision for debt 
nostal^qah on fffi m .. ac * 0 ^e payment of postal savings and 
of Bef0re ' relianoe rras placed on the inflow 

tions Ri,t these very sources for meeting these obliga- 
see that our^T ^. 0V131 °. n faas be611 made now since 1930. We 
Bcientifio. d bt redempfc,on arrangements are far from being 

1- Sea India Analyuod. Vol II, p . 8 7i 
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12. War Finance. How should the war be financed ? No 
dogmatic and simple answer can he given to such a question. Much 
depends on the total cost of the war, the duration of the war, the 
conditions in the money market and above all the psychological or 
political conditions, A course dictated under one set of conditions 
may have to be deviated from under another. 

We may refer here to an old controversy : should war be 
financed by taxes or loans ? 

There are economists who have advocated the all-tax method 
and others who have advocated the all-loan method, iiicardo was 
an uncompromising oxponent of the all-tax method. He was opposed 
to borrowing for war purposes, for it created a permanent deficit 
and made a heavy inroad into capital. The ill-tax method is also 
adrocated to bring home to the present generation what a war 
means, so that " its bellicose propensity receives a wholesome check. 
“The expenses of a war,” said Gladstone, “are the moral checks 
which it has pleased the Almighty to impose upoirthe ambition and 
the lust of conquest that are inherent in so many nations .” 1 

The all-tax method is advocated on the ground that it would 
keep the war expenditure at the minimum level. The duration of 
the war, too, would be cut down to the minimum. It would rule out 
the possibility of inflation which is a necessary accompaniment of a 
modern war and which creates a host of problems causing a severe 
headache in the post- wtr era. This method will enforce vigorous 
economy in private consumption and this is what ought to be lb 
will make war an affair of the present generation and make it rightly 
suffer for its own mistakes. 

But as against this view it is pointed out that no tax system 
can bear the tremendous Btrain of a modern war. Heavy taxation 
would reduce capital and adversely affect production. Heavy taxa- 
tion may overstrain the loyalty of the influential upper classes. It 
may encourage the fifth column activities. The homo front would 
thus crack. This the statesmen are anxious to avoid at all cost. 

Loans, on the other hand, are more popular. The government 
can avoid unpopularity and damping of the enthusiasm of the people. 
No odium attaches to borrowing as it does to a tax proposal. The 
subscriber to a loan knows that ho will receive more in intorest than 
he shall have to pay in the form of taxation as his contribution 
towards interest payment. He may even stint himself of the neces- 
saries of life and work very hard and earn more in order to buy war 
bonds. This is bound to stimulate the war effort. Heavy taxation 
may impede production by oncroacbirg on capital required by trade 
and industry. But the loans may stimulate production. The lenders 
will lend only the surplus over and above their own needs. Thus 
the industry does not suffer. The proceeds of the loan will be spent 
by the government in buying goods and services, fins will give a 
fillip to trade and industry. 

1. Quoted by Findlay Shirras — Scienco ot Public Jb'iiianco, lOJtl p. 090 
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o are two views : (1) Finance war by borrowing • 121 
E,naocc ,t by taxation Both these views are extrema and oneJd/d 

/nine i C i Ct TV? t ! ft , t wo . m " st 11 holh sources, viz., loans and 
• _ -■ •‘\' nrn ‘ C ' mi . (!l Fa,d : “1 he want of parsimony in time of peace 
imposes the ncnwity of contracting debt in time of war.” Onr view 
is that no amount of parsimony m time of peace will bo cnouch to 
finance a modern war when it comes. borrowing esSial 

ts Z'zr^ on i 

gnp° The /h'}iTmoU°o f" ? tl" ’ "’“y bo borrowed to^fill So 
borrow the rest.” 1 f ° r Wttr fjnanccr *8 “tax to the hilt and 

ipsue^rpaper'moSv'Tia f nttnce * **-. cre ^d money or 

feWSSJ 2£x£' 1 I l,o 3 

(see Section 7). Wo ,mvo alrt ‘‘ ld y discussed its evils 

Borrovdng, ''ancl 1 ^!) 0 Issue of paper°nioncy. ftr ^ nance <’> Taxation, (2> 

Present Sr/ti^m ? ^Thf^or'lLrll 10 Po,terh y or the 
money cost or real cost. The monev h„ a dC ” °l * 10 ' var mft - v Jj e the 
means the total amount of war ext/ond;? 0 ” -° r 1 10 monc y c ->st of war 
those who contribute towards I ’°" d ' t,,ro l« c urrod. It is borne by 
(the present generation); the MibscrilfeT/’Vi™’ WI '* tbo tax 'P a ycrs 
sent generation) and those who n.-.Jlll t0 tj ° war lonns (the pro- 
P f a h° rS i m thc future generation) 1 ‘ Tl. ° rCS | and P rinoi P al (the tax- 
other hand means terror, anviitv /‘V C ?- COS , t of tho war on the 
and moral degradation. ’ " * ’ P nva tion, bereavement, haired 

or on t h c ^ f u t urc ° g eneraU o n w m °i ™ r 'I on tl10 present generation 

finTVn 0 Wnr nnd their economic P l nd ° n th ° methods adopted to 
financed by the ; ssuo of T non,,c consequences. So far as war is 

tfenS nt generation. TbfSS seems to rest on 
themselves out in tho course of on!? 8 of ]? flati °n are likely to work 

Th'.“ 3™! gmirahon 3 ih““ tion p, *f s 11,0 hlrten of the 

lh,B is not necessarily so. d U,e loans on the future generation. 

generation m^sTTh?? 0 ” t0 be5ie ' T e that taxation hits ti, 
sumption. The „ J 16 tax 'P«yers have to curtail (I, • 8 t e P resent 
prevent its ? ndrorse efTect of | !civr VTl 1 tllel I present con- 
we so s Urp +t T?’ 0 ” and °rea ( e a serious?? /'’ 0 ” T lndus try may 

shadow on thffm ' adverse ^cts on produotiT °? goods - Bufc !ire 
dustry rnav h! f t "? generation ? Tlie nmlw- WlIt not casfc their 
'•will- dimmish iy plRd to 8»oh an ext/nt that °r T acifc - V of the in- 
m,Sh - Hear y taxation may no tt^ ductlon in ^e future 

y not leave any reserve for the 
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replacement and renovation of industrial equipment eo that the 
future generation may be saddled with obsolete and inefficient plant. 
A check to saving and accumulation of capital in the present 
generation, which heavy taxation always involves, is bound to 
affect production in the future adversely. Thus the stock argument 
of those who advocate the financing of weir by taxes so that only 
the prosont generation may be penilised does not contain the 
whole truth. 

In the same manner, it is not necessary that borrowing should 
shift the burden of war on the future generation. When people in 
the present generation subscribe to the war loan, they have to curtail 
their present consumption and hence suffer. The war loans, too, 
draw off capital from trade and iadustry and to the extent, that the 
present productive capaoity suffers thereby, the burden is on the 
present generation. 

But there is no doubt that the floating of loans does render 
some relief to the present generation which would have to bear the 
brunt of heavy taxation otherwise. 

In order to see to what extent the loan shifts tho burden to the 
future generation wo shall, havo to consider whether the loan is a 
short-term loan or a long-term one and also whethor ii is an internal 
loan or external loan. 

If tho duration of tho loan is 20-30 years then it is extinguished 
in the present generation. Future generation is not at all touched. 
Only in tho case of a very long-term loan, tho future generation may 
be supposed to boar tho burden of interest payments. 

If the case of an internal loan it i9 very doubtful if the burden 
is on tho future generation as a whole. No doubt interest and 
prinoipal will havo to be paid in tho future and tho people will have 
to bo taxed. Tho tax-payers of the future havo to boar tho burden. 
But who receive the interest payments ? The sons of the present 
stock-holders. It simply means that wealth is transferred from 
some sections in the future generation (i.c., the tax-payors) to some 
other sections in the future generation (i.e., the bond-holders). If tho 
future generation pays, the future generation also receives. How oan 
we say that tho future generation bears the burden of a loan ? It is 
certainly not tho case if the loan is an internal one. 

But if the loan is an external one, .the future generation does 
bear the burden of interest payments and the repayments of tho 
prinoipal. Wealth is transferred from the debtor country to the 
creditor country. There is a positivo drain of wealth at the expense 
of posterity. ThiB burden is light during the war and in the immediate 
post-war years when business is brisk, prices are high and there is 
no unemployment. But when the inevitable depression comes the 
burden is increased manifold. 

We may thus sum up : To the extent the war is finanoed by 
the issue of paper money tho burden is on the present generation. 
In so far as it is financed by taxation, tho present generation suffers 
principally but the future generation may not escape the adverse 
effects of heavy taxation. Similarly, though loans have a tendenoy 
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to shift the burden on the future generation, the present generation 

may aiso be affected by the Government borrowing. If the loan is 

a short-term one, tho future generation is uot touched. But even in 
the e^ise of a long-term internal loan, posterity pays posterity and 
posterity does not suffer as a whole. Only in the case of an external 
loan the burden of the war is shifted to posterity. It is only in this 
way that we can make posterity pay for the war that we perhaps 
provoked and fought. 

14. Deficit “Budgeting. Yearly budgets are the rule those 
days. But it looks so arbitrary. Why should any sanctity attach 
to a period of twelve months 1 Is it expected that just as tho earth 
complete* its revolution round the sun in a year and the new cycle 
of the seasons starts, in the some manner all linancial operations are 
nicely rounded off and wound up exactly in a year ? This is not 
possible. The capital productive expenditure incurred by the 
governments will take same t ears to come to fruition. At first 
there is a phase of mounting expenditure and there must be deficit 
budgets ; then come a series of surpluses ; but it would bo wrong 
to attribute them to those particular years. The seeds were obviously 
sown some years back. It is clear therefore that instead of taking 
one year’s period as a basis for budgeting, we should take a 
period of 3-5 years’ for balancing the budget*. In the meantime 
there can well be deficit budgets. 

In national financing, as distinguished from individual financing, 
surplus budgeting i* uot considered a virtue. If a country is in the 
throes of depressions, lot of public expenditure will be required to 
lift it. If a country is fighting a war or a natural calamity like a 
big earthquake or widespread unmevented floods, a big responsi- 
bility rests on the government. Due discharge of this responsibility 
means huge expense It is not the time to count costs; nice financial 
calculations are thrown over board. The government has to face 
deficit budgets and there is nothing wrong about them. The expert 
financial opinion has been veering round the view that the best 
budget is that which shows a little deficit rather than one which 
shows a big surplus. The former means that taxation has been 
reduced to the minimum and no niggardliness has been shown in 
appropriating funds for important national purposes. The latter, 
on the other hand, may mean that the government has been raisin" 
largo revenue by high taxation but has been stingy in spending it. 

It must, however, be emphasised that the tendency to deficit 
budgeting must be discouraged during periods of inflation. Surplus 
budgeting is regarded as one of the anti-inflationary measures. 
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CHAPTER XLVIII 

ECONOMIC RECONSTRUCTION 
Tue Existing Economic System— Capitalism. 

1. Outstanding Features of Capitalism* Before we can think 
of any alternative plan of reconstructing the economic order, it is 
essential that we thoroughly understand the implications and the 
working of the existing economic system which is known as Capital- 
istic economy, capitalism or capitalistic system. 

The distinguishing features of capitalism, as we have already 
seen, are (1) private ownership of the instruments of production*'' 
(2) their management exclusively for personal /gain-;- (3) freedom of* 
enterprise and contract ; (4) class conflict : Labour Vs. Capital ; 
and (5) control going with risk. 

Under the prevailing system nearly all farms, factories and other 
means of production are the property of private individuals and 
firms, and their unfettered freedom to use them or not to use -them 
with a view to their own profit is recognised. The desire for profit 
is the sole consideration with the property owners when they deal 
with their property in' any manner. Everybody is free to take up 
any line of production he likes and he is free to enter into contracts 
with other fellow citizens for his profit. Although all modern States 
do impose certain restrictions in the interest of general welfare, yet 
even these restrictions leave a very wide latitude for the propertied 
classes to use their property in any manner they like, to start any 
business that they think most profitable to themselves and to enter 
into all contracts they think necessary to advance their interests. 
Webb’s definition of capitalism brings out the necessary implications 
of the system. They define it thus : “ By the term capitalism or 
the capitalistic system or as we prefer the capitalist civilisation, we 
mean the particular stage in the development of industry and legal 
institutions in which the bulk of the workers find themselves divorc- 
ed from the ownership of the instruments of production in such a 
way ns to pass into the position of wage-earners whose subsistence, 
security and personal freedom seem dependent on the will of a rela- 
tively small proportion of the nation ; namely those who own and 
through their legal ‘ownership, control the organisation of the land, 
the machinery and the labour force of the community and do so 
•with the object of making for themselves individual and private 
gains.” , 

2. How Capitalism Functions. The capitalist economy is 
known as a government by price. It is the pricing process or price- 
mechanism which makes the functioning of the capitalistic system 
look almost automatic. The quality and the quantity of production 
iB determined by price. When a certain commodity or service 
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happens to be in greater demand its price will rise indicating to tho 
entrepreneurs a profitable field for their productive activity. The 
entrepreneurs rush in to supply that commodity or service in order 
to take advantage of the high profits made possible by the rise in 
prices. Labour and capital are diverted to the production of this 
commodity. Increased supply will then lower the price, which will 
then warn off the prospective entrepreneurs. Thus the nature and 
volume of production is indicated by the price. 

Price ako rations out the available supply of commodities among 
the various uses. If the supply is less than the demand, price rises 
and puts off the consumers whose demand is less urgent. In case the 
supply is abundant the price will^fall so that the entire supply is 
carried off the market. Price thus brings about an equilibrium be- 
tween the demand for and the supply of a commodity. 


It is through the pricing process, again, that the available pro- 
ductive resources of tbe community are diverted into the most re- 
munerative channels. The price of labour is the wage, that of capital 
is interest and that of land rent. Wherever the wages, interest and 
rent are high, the factors will have a tendency to move there. 
Without price mechanism it is difficult to see how the limited re- 
sources of the community could bB put to maximum advantage. 
Price is the universal and an automatic indicator. "No far off 
economic Czar could wield any more impersonal or ruthless control 
over what shall be produced than does tbe price system.’’ 1 

The prices are ultimately paid by the consumer. The consumer 
is, therefore, the final authority. It is his judgment that decides 
wlia s ould be produced, where it should be produced and at what 
price should it be so d. It seems that the productive resources of 
the community are being used according to the isolated and un- 
1 i’c'ft, d , C ,f l0n8 .,° f tl . le numerous body of entrepreneurs. But 
fc I'r UeSe doci810n ! aro really governed by the scales of 
P an unorganised and even more numerous body of 

Every entrepreneur seeks to give tho consumer maxi-* 

for himseff 0 1 ‘‘ r p° r fit n !^r la can 6 ain maximum profit 

the existimi and P roducfcivit y are identical.’’ 2 Under, 

deliberate direction nF 616 18 n ° centra H sed control or conscious or 
bufthf^o™er “ ° T aomi ° activity. The working is planless, 

*» »p »«de fehTlS? ■r*”*' r “ onroe “ ! 

' “■ S E to ,„. 41S . 

, 3 ‘ Moore au<! others — Modern Economics, pp. 47l . 73 (S - Cha “ d & C °‘ ) 
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vices. -The lure of profit compels the entrepreneurs to take risks, 
to conquer new fields and .supply something which the consumer 
would like most. Standard of living has risen, comforts of life have 
increased and the life has become richer and fuller. This is the 
service of capitalism to society. 

Secondly, the limited resources of the community are put to 
most economical uses with as little waste as possible, for the person 
responsible for the waste receives prompt punishment for his mis- 
calculation in the form of losses and bankruptcy. 

Thirdly, the richest reward under capitalism goes to the ablest, 
the most daring as well as prudent entrepreneur. A man who takes 
the initiative and shows an extraordinary resourcefulness and res- 
ponsibility makes the highest profits. Nothing seems to be more just 
than that the rewards should be apportioned according to merit. 

Fourthly, the consumers’ control gives the system a democratic 
tinge. Nobody likes that his consumption should be dictated by 
some superior authority. In the capitalist economy an attempt iB 
made to adjust production according to the consumers’ wishes 
and not that the consumers have to consume what is supplied 
to them. 

' Fifthly, under capitalism control goes with risk. The capitalists 
uhose stake is the largest, control the industry themselves. Nothing 
can be fairer than that. 


Finally, if survival of the fittest is any criterion of the sound- 
ness of a system, then capitalism is indeed sound and strong. So 
many crises have overtaken the system, but it somehow emerges, a 
bit crippled no doubt, but victorious. Its adaptability to the chang- 
ing economic conditions is indeed surprising. What greater proof 
do we need of its toughness and resiliency that the system has 
stood the strain of a war like the recent one tolerably well? 


4. Criticism of Capitalism. First, competition which is 
the cardinal feature of capitalist economy is a sheer waste. Colossal 
expenditure is incurred in advertisement and salesmanship simply to 
beat a rival. Resources employed by those who are defeated in the 
race go to waste. Cut-throat competition does not confer any corres- 
ponding social benefit. 

Secondly, mobility of tiie faotors which is essential to re&wfy « 
most adjustments in the economic system is based on the 
efficiency of competition* But existence of friction, legal, social 
and economic, hampers free competition with the result that the v 
factors of production often lie idle and the consumers do not get 
proper satisfaction! although the entrepreneyis-are-enriohing them- 
selves. *3^1 -bVfU — 

Thirdly, the supposed harmony between the interests of the 
consumers, i.e., the society, and those of the producers does not 
actually exist. Lack of free competition, deliberate deceit practised by ^ 
unscrupulous producers and the ignorance and the impotence of the 
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individual consumer turn the consumer king into an abject slave, a 
victim of exploitation. 


Fourthly, the recurrence of the trade cycles due to over-compe- 
tition and over-saving leading to over-production must be considered 
one of the bitterest fruits of capitalism. When production is 
unplanned and is being augmented by ever-increasing accumulation 
of capital, whereas the bulk of the consumers are being 
' impoverished more and more, it will be a miracle if there can be a 
proper balance between production and consumption. 


Fifthly, the workers who constitute the bulk of the nation have 
yto live under a perpetual dread of dismissal. They have no sense of 
security. 

Sixthly, capitalism lays undue emphasis on property rights 
j as against human rights. Man, the first of God’s creation, is treated 
like an ordinary chattel. 

Seventhly, capitalism has sown the seeds of eternal social 
/unrest by dividing the society into two hostile camps, labour and 
^ capital, who look sullenly at each other and are ever on the look-out 
of an opportunity of a fight. 

Eighthly, the extreme inequality of wealth distribution and 
/ the inequality which is being accentuated as time goes on, is the 
J most galling outcome of capitalism. As G. D. H. Cole remarks, 
"There is a world of difference in terms of happiness between the 
high priest and the slaves in the temple of industry.” 1 

Finally, capitalism is full of most mortifying anomalies, the 
, few indulging in all-conceivable luxuries and the majority living under 
- semi-starving conditions ; the crops rotting while human beings are 
starving ; inside the factories machines are lying idle or are under- 
manned, whereas unemployment is raging in all its fury outside. 
These few points constitute a sufficient indictment of the present 
system. Ruthless exploitation of women and childern, callous disregard 
of the aged, the sick and the unemployed and mercenary motives main- 
ly governing human relations have all pricked the social conscience, 
and people are furiously looking round for alternatives to capitalism. 

As an escape from intolerable conditions prevalent under capi- 
talism, the chief alternatives suggested are : Planned capitalism, 
Socialism including the Communist plan and Fascism. We turn now 
to consider these alternatives. 


5. Planned Economy. Since the last economic depression in 
which the world witnessed an unseemly and unusual spectacle of 
starvation in the midst of plenty, the world has increasingly become 
planning-minded. It is no longer considered safe to let the economic 
system iunction automatically according to demand and supply. 
I he danger of! chronic maladjustment is inherent in the present 
system. Few people now expect that left to themselves the econo- 

mic forces would bring about an optimum distribution 

1 Cole, Q. n H.— Principles of CconSSi,. Planning, 
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of the economic resources of the country to the maximum social 
advantage. As Sir William Beveridge remarks, “It is no more likely 
that the individualistic growth of many small separate businesses will ' 
produce an industry laid out on the lines of, maximum overall effi- 
ciency, than it is likely. that the disorderly, uncontrolled activities of 
innumerable small property owners and builders will produce a 
planned town without needless corners, duplicate streets and traffic 
congestions.” Planning is especially advocated for preventing the 
recurring maladjustments which generate a trade cycle under the 
present economic system. 

But what is planning ? There is a lot of confused thinking on 
the r point. As Robbins says, “Strictly speaking all economic life 

involves planning To plan is to act with a purpose, to choose, 

and choice is the essence of economic activity.” 1 But this is not the 
sense in which the term planning is generally used. Nor does plan- 
ning mean rationalisation of industry or reorganisation of agricul- 
ture. Jn India the various departments of the Central, Provincial 
and State Governments have prepared schemes for post-war develop- 
ment. This is also planning in a sense, planning ahead. But such 
schemes do not convey quite accurately the essential idea underly- 
ing economic planning. Planning as understood by economists, im- 
plies centralised control and conscious and deliberate layout of the 
national resources with a definite end in view, all the economic as- 
pects being definitely integrated and co-ordinated so that all dupli- 
cation and senseless competition may be eliminated. Lewis Lorwin 
defines planned economy as “a scheme of economic organisation in 
which individual and separate plants, enterprises and industries are 
treated as co-ordinate units of one single system for the purpose of 
utilising all available resources to achieve the maximum satisfac- 
tion of the people's needs within a given time.” 2 Or as Dickenson 
puts it : “Economic planning is the making of major economic 
decisions — what and how much is to be produced, and to whom it is 
to be allocated by the conscious decision of a determinate authority, 
on the basis of a comprehensive survey of the economic system as a 
whole.” 3 

The essentials of planning which emerge from this conception 
are : — 

(а) That it is to be conscious and deliberate with a definite 

aim. 

(б) That there must be one single undivided authority which 
is responsible for planning and co-ordinating the various economic 
activities ; delegation of functions is not ruled out. 

(c) Planning must be of the entire economic field and not merely 
piecemeal planning. 

1. Robbins, Lionel — ■Economic Planning and International Order, 1937, 
p. 4. 

2. Quoted by George Frederick in his “Readings in Economic Planning, 

p. ir>3. , 

3. Dickenson, H. D. — Economics of Socialists, 1939, p. 41. 
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(d) That the available resources are to be scientifically distri- 
buted with the sole object of general welfare. 

Planning has crossed the realm of merely academic discussion 
ami has become an essential plank of practical policy. TheN.I.R.A. 
(Antional Industrial Recovery Act) of June 1933 gave the U. S. 
Government a sweeping control over the various aspects of produc- 
tion. Nobody doubts the success of this measure. Planning has 
ieen even a more splendid success in Russia which has given her a 
irs p ace in Europe and a second place in the world in industrial 
pro ne ion. n Germany, too, where there was no State ownership of 
™P’ ta ! P* anr, mg removed unemployment, raised wages and developed 
ag c ure. Vi hout planning Germany would not have shown 
such a wonderful recovery. 

6. Economic Planning in India. Several plans were put for- 

,’ n f - 1!l ' ^ b . e fc be most comprehensive and carefully 

h i! ™L , *T hat T h 5? bee . n popularly called the Bombay Plan pro- 
tlio m-pemfi'. .^ ndlnn industrialists. The plan aims at trebling 
for h'. cv P lla income m 15 years which, making an allowanoe 

j i i- ,,f°fi S0 m P op ^ atlon m the meantime, will only mean the 
2 l* Per Cap ’i a ,DCOme - Jt baa fixed targets to hit so far 
- l 110reasin S industrial production 500%, 

af nrSL P ^ T n n- 30% ’ TT* from 200%. It aims 

head a reasonSh , In - dlan a balanced die t. 30 yards of cloth per 
cational and medical ftXS! >mm0d&Uon ^ fairlj ade( l uat€ edu ’ 
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worked out. e ai s have been carefully and scientifically 
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Social legislation providing soe M ta .*? tion wiU aIs ° be necessary, 

be passed. P ng SO0lal a memt.es to the poor will have to 
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Planned Economy can co-exist in any form of economy. Even 
under capitalism, planning is possible. AH the paraphernalia of 
capitalism, viz. private property, individual initiative and' enterprise, 
may be permitted but a much greater State control will be necessary. 
All entrepreneurs will have to work under the plan. From the very 
nature of things, planuing under capitalism can have only a limited 
success. It is also possible that there may be socialist economy 
without any pro-eonoeived and conscious plan. Economic policy 
may be one of drift. But planning, if it is to be on a sure and stable 
footing, involves some form of socialism. 

7. Socialism. Socialism, as an alternative to capitnlism, has 
the widest appeal. A Swedish king remarked to his minister, “If 
one is not a socialist up to the ago of twenty- five, it shows that he 
dun no heart ; but if he continues to be a socialist after the age of 
25, he has no head.” Socialism seems to have caught the imagina- 
tion of youth all the world over. 

But there is no complete agreement as to what socialism exactly 
is. It seems there are as many types of socialism as there are 
socialists. Socialism has been oompared to a hat which has lost its 
shape because everybody wears it. An acquaintance with different 
schools of socialists will be helpful in understanding the essentials of 
the socialists’ plan. 

8. Marxian Socialism or Scientific Socialism. Karl Marx, 
who wrote his book Das Capital in 1867, the bible of socialism, is 
considered to be the father of scientific socialism, as he tried to pub 
the theory of socialism on a scientific basis. The chiof points in his 
theory arc : — 

(1) Materialistic conception of history. He seeks to explain every 
event of history on economic grounds. He gives an economic inter- 
pretation of history. All wars, riots and political movements have 
their origin in the economio faotora. An appropriate political 
organisation corresponds to an economio stage. A capitalist economy, 
for example, will evolve a system of Government which perpetuates 
and supports property rights. 

Ho goes on to explain how capitalism will generate conditions . 
which will roplaco it by socialism, the capitalists will grow in 
wealth as time passo3, but will become fewer and fewer, the bigger 
whale swallowing the smaller one. Monopolies will be created, 
production will expand necessitating scramble for markets abroad. 
This will load to an imperialist war, and one war will bo followed by 
another more terrible than the preceding one till capitalism perishes 
in the conflict and the dictatorship of the poletariat will be 
established. 

(2) Theory of surplus value. Karl Marx says that the manu- 
facturer gets for his commodity more than ho has spent on labour 
and other costs. The excess of market value over the costs is the 
surplus value. This surplus is the creation of labour. It is created 



040 


MODERN ECONOMIC THEORY 


because labour is paid much lees than is dno to it. He characterises 
the appropriation of tho surplus value by the capitalist ns robbety 
and exploitation. A commodity is simply crystallised labour or 
congealed labour. 


9. Collectivism or State Socialism. Tho collectivists or the 
State socialists believe tn parliamentary democracy nnd nationalisation 
of the means of production. They want to strengthen tho political 
machinery, capture it nnd use it for tho realisation of tho socialists’ 
aims and ideals. Tho powerful Stntc engine will be utilised in 
production of wealth nnd its equitable distribution. State is to be 
all-in-all, and as soon ns the socialists have captured it, they have 
leached the goal. The State will do for them all they want. Private 
enterprise will bo put an ond to. All production will be carried on 
by salaried State officials and profits will go to tho State coffers and 
utilised for the uplift of the masses. Tho only difference between 
capitalism and St ttc socialism is that under tho latter means of 
production are owned and managed by tho State instead of tho pri- 
vate entrepreneur, otherwise tho exchange mechanism of capitalism, 
c.g., pricing, marketing, etc., is retained' 


10- Guild Socialism. The guild socialists start with a 
distrust in the State. They do not consider, as tho collectivists do, 
that the State can efficiently run the productive machinery. 
According to the guild socialists the capitalists arc to be expropriated. 

ut the farms, factories and other instruments of production arc to 
be handed over to tho worker’s guilds who are competent to organise 
and manage production efficiently. In other words there is to be 
self-government in industry. The State will simply supervise and 
act as the representative of the general body of consumers in fixing 
tho price and looking after the quality of the goods produced. 

,• r f’ h , C e8sent,al i , rl ? a « t! ' nt tIlc ownership of the means of produc- 

1™*° ^ 'V hc St , atc but their operation is to be 

," d , 10 thc Y orkers themselves. The State is simply to sec 
ativ viH^kr C V S r? ° X P loited °r defrauded. They seek to do 
Z £ • ^ mU0b centralisation ,‘and the inefficiency 

svstm iL™/! m bus ' ncss ' They claim that the decentralised 
efficiency. ^ ^ P) ° 9e ° SCt U P ensure both real democracy and 

do nJtbefev^i^fcffi tbe f°i Id socia,isfs > the syndicalists, too, 
realisation of the sneinV , , lc ^ tftte ns an instrument for the 

Cb ‘s to which he ZlntT ,: dealS - Tbc State official, whatever tho 
can never understand a ty P lca l bourgeois mentality. He 

bossing over £ T ant8 ‘ He is in the habit of 

strengthening of the od'calists, therefore, are opposed to tho 

tyiA create so many petty 

structure on a network of trade unions. 800 ' 3 ’ P ° ' tlCaI and eoonom,C 

constitutffina^mlans 6V Tht a sta h t7offi a ° , rea,ise their aims throu S h 

believe in direct and i ,- te officials are too powerful. They 
n direct and violent action. Strike is their chief weapon- 
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Even if the strike fails, it teaches the workers much useful 'lesson in 
, the economic warfare, it builds up workers’ solidarity and sharpens 
their hatred for the capitalists. This hatred must not be allowed to 
cool. They advocate strike after strike and then at the end, a 
general and prolonged strike till the political machinery is paralysed 
and they are able to capture power. The syndicalists lay stress on 
' the'destruction of the existing structure and keep deliberately vague 
the post-revolutionary structure of society which they want to create. 
Their methods are destructive rather than constructive. 

12. Comm uni sm. The present-day Communism, as is clear 
from the Communist manifesto of 1845, refers more to the theory of 
the method for realising their ends rather than the society they wish 
to create. The Communists lay stress on the formation of a net- 
work of Communist organisations all over the country and the world, 

. capture the key posts in other organisations and carry on their work 
•- silently adding to the number of adherents. When the party has 

become sufficiently strong then it will throw out the capitalists, 
capture governmental .machinery and lay the foundation of the 
proletariat State. The State machinery will be utilised to crush all 
, opposition and to expropriate the capitalists. The aim will be to 

- create a classless society where there is no distinction of high or low, 
. rich or poor. Having achieved its objective t the "State will become 

unnecessary. It will ‘wither away.’ 

As for the type of structure of society which the Communists 
envisage some idea can be gathered from Plato’s Republic or Wells’ 
New Worlds for Old. The Communists propose to abolish all forms 
of private property, not merely in the instruments of production but 
also in the consumers’ goods. People will work according to capacity 
and get a reward according to need. Everybody is assigned a de- 
. finite job. Ho cannot choose his own occupation. No'-body will 
. have a house of his own or a bank account. Everyone will be a 
Government employee ; .he will not be paid cash but he will get his 

- meals in the State kitchens and live in State quarters. He will be 

- provided commodities and services for consumption by the State 
not of his choice but what the State chooses to give' according to 
production at the time. The bringing up of the children, their 
education and fixing up will be State concern. The pricing system 
will disappear. The State will control production, assign jobs, fix 
remuneration and prices of goods and services without profit 
motive. A very alluring dream indeed 1 In a Communist society 
there cannot be a commercial crisis, unemployment, no distinction 
between rich and' poor and no strife between labour and capital. 
The idea is obviously Utopian. The Russians in the early stages of 
their Revolution tried to put these ideas into practice, abolished 
money and exchange. But the system failed; Money economy had 
to be restored and price-mechanism revived. Different wages were 
paid to encourage and reward efficiency. 

13. ' Anarchism- The Communists’ ultimate aim is to bring 
about a structure of society in which State has ceased ’ to’ exist. • It 
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lias ‘withered away,’ By anarchy in ordinary language we mean 
misrule, disorder, etc. But according to socialist nomenclature it 
means negation of Government because it is unnecessary. The Com- 
munists hope that when the world has been purged of capitalism, 
greed, selfishness, aggressiveness, deceit, etc., will disappear and in 
their stead self-sacrifice, service of others, virtue, sympathy, an atti- 
tude of give rather than take will come to prevail. Man will' have 
been so much uplifted by then that police will be unnecessary. 
Courts of law will be superfluous. Is it surprising l Fahein reported 
about ancient India that 'there were no thefts and robberies and 
people did not look their houses. So anarchists dream may be realm 
ed after all. 

The social and economic life will be organised in autonomous 
bodies or associations and they will, through voluntary agreements, 
regulate their affairs. Each will respect the rights of the other and 
hence there wilt be no difficulty. The Government is to be like the 
policeman on traffic duty. When for certain hours during the day, 
the police man is away the traffic regulatos itself. Exactly in the 
same way the sooiety will function. Another sweet dream 1 We owe 
this to Prince Kroptokin. According to anarchists. State is only needed 
to protect property or unjust gains of the capitalists or their ill* 
begotten wealth and plunder. When this goes the State goes with it. 

14. Fabian Socialists. These socialists are men of literature 
like Bernard Shaw and so many others in England who sincerely 
believe that socialism is a question of conviction.. If the people can 
only be convinced of the virtues of socialism, no power on earth can 
prevent its coming about. Through literary propaganda — novels, 
dramas, short stories— they carry on incessant struggle against capi- 
talism and bring out the merits and the necessity of socialism. It is 
hoped that in course of time the world will come to believe in social- 
ism and socialism will then without much difficulty come to prevail.. 
They may not be wrong. The English people have come to believe 
in socialism. They have placed the Labour Party in a strong posi- 
tion to carry out their socialist programme. The weakness of the 
ministry' itself may, stand in the way, otherwise the country has 
given. them a clear mandate to go ahead. There will, of course, be 
squealing from the vested interests but the majority of nation 
apparently wished them god-speed. - 

15. Evolutionary and Revolutionary Socialists. This is a 
division on the question of the method. The revolutionary socialists 
believe in a revolution. The path of evolution, they say, is long and 
uncertain. Who can wait so long ? The evolutionary socialists 
think that no permanent achievements can be made by revolution. 
During the revolution suoh people manage to capture power who 
.are ruthless, aggressive, unscrupulous, selfish and fond of power. 
Revolution throws everything in the melting pot and you do not 
know what will come out of it. The results are always dis- 
appointing and the clock of progress set back. French- Revolution 

' did not produce ‘liberty, equality and fraternity’ but a reign ofterror. 
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16. Socialists of the Chair. These persons are socialists by 
conviction. They are generally professors of Economics and Political 
Science, rather doctrinaire than practical. They have unparalleled 
opportunities of'propagating socialist ideaB. 

17. The Essentials of a Socialist Scheme. We have made a 
very rapid survey of the various shades of opinions among the socia- 
lists. In spite of these divergences of opinion, in some cases very 
acute, it is possible to visualise a scheme to -which the majority of 
the socialists would pledge their support. They all believe-in aboli- 
tion of private ownership in the instruments of production. Land, 
factories, railways, mines and every other means of production must 
be - nationalised. Their ownership and control are to be vested in 
the State. So that the State provides work for everybody. There 
is to be no private enterprise. Production is to- be initiated and 
conducted by the State which will pay wages and other costs and 
appropriate profits. Interest and rent as payments to capitalists 
and the landlords will disappear, for the State is the capitalist, 
the landlord and the entrepreneur. All socialists, except the Com- 
munists, are prepared to allow private property in the form of a 
house, furniture, household equipment and other consumers’ goods. 

Living on unearned income is to be discouraged. Remuneration 
for work is to be according to the nature of work and is not equal. 
It will vary according to ability. A limited operation of the law of 
demand and supply in this connection is envisaged. There is thus 
no basis for the belief that under socialism all would be equal econo- 
mically. No economic equality is guaranteed. What can be assured 
is equality of opportunity for all irrespective of rank. The State is 
to help a man to. choose an occupation and make him fit for it. 

The State is the authority in charge both of production and dis- 
tribution, The allocation of the productive resources of the commu- 
nity will be determined according to the direction of central authori- 
' ty. The profits of production instead of going into the pockets of a few 
private individuals go to the coffers of the State and are supposed to be 
spent in ameliorating the lot of the poor man by providing him, his 
family and children adequate medical and fuller and free education 
and ampler means of recreation and entertainment. Freedom from 
want is guaranteed and fear born of insecurity is to bo banned. 
Everybody is to be free to select his occupation and free to spend 
t his income in any manner he likes. There iB no regimentation. 
This, in short, is the socialist plan. 

For a long time definition of socialism as given by Webbs was 
accepted by the majority of the socialists. Their definition runs thus: 
“A socialised industry is one in which the national instruments 
of production are owned by public authority or voluntary association 
and operated not with a view to profit by sale to other poeple, but 
for the direct service of those whom the authority or association 
represents.” This d. finition does not correspond to the present 
notion of socialism, because : t does not imply any idea of planning. 
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The definition given by Dickenson, therefore, seems to be better. 
According to him Socialism is an economic organisation of society 
in which the material means of production are owned by the whole 
community and operated by organs representative of and reponsible 
to the community according to a general plan, all members of the 
community being entitled to benefits from the results of such 


socialised planned production on the basis of equal rights 1 

18 Case Against Socialism The critics of socialism claim 
to pick numerous holes in the socialist fabric. Apart from some silly 
objections, which have been exploJed since long, e.g., socialism 
would ban religion, abolish marriage and family, dangling of Mal- 
thusian bogey to frighten the simple and ignorant minds, earnest 
efforts have been made to understand socialism and to point out 
some real dangers and difficulties. 

The most important set of arguments advanced against 
socialism is the one against bureaucratic running of the eoonomic 
machinery. Bureaucracy is considered to be inefficient in running 
a business The civil servant does not feel the same keen self- 
interest as the employee of a private corporation whose tenure is not 
so secure. The civil servant knows he will get promotion according 
to seniority ; no amount of alertness or extra work is going to push 
inm up in the graded list. His main concern is let the things go 
on.somehow without a positive breakdown. One thing he wants to 
avmd is public criticism. He will, therefore, take no bold risks and 
will be content with a moderate measure of succes being guided by 
ru e and precedent merely. Initiative and resourcefulness are at a 
iscount. The business policy will be timid and unenterprising, 
lere is routine and red-tape, a place for safe man of mediocre 
ca i re and no room for extraordinary and dashing spirit. No first- 
ra e work can be done by second-rate men Such men are not fitted 
achieve any remarkable success in business. A Government 
epar ment cannot claim to score success in business where rapid 
elusions have to be taken and bold policies are called for. 
e overnment personnel is not such which can conquer fields 
• Government can > -, a nd does, attract able men but 
i ions in Government service are not congenial for the show of 
fivit e ? 7 raor 'r, I , 1! ?y y abdity. The reward is not considered worth the 
. , e ‘ , , defects of company management are magnified 

• j. sl . 5 ra , Bureaucracy will further mean bossism and loss of 
individual liberty, gestapo, etc. 

? S r a ^ S ° ^at Government cannot secure the huge 

nnr? o °f capital which will be necessary for the efficient running 
and expanding of all industries and trades. 

eponnrni C i B ° cia, i sm t ^. er ? w dl be no automatic indicator for the most 
erect ^! ocatl 2? of the resources of the community among fdiff- 
_v • , Juries. Ruder capitalism there are consumers’ preferences 
i, nf - trough price-mechanism bring about an optimum distri- 
hp nil resources. Therefore under socialism it will 

gropmg in the da rk. Some commodities will be 

1- Dickenson. H. D„ — Economics of Socialism, 1939, p. 11. 
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produced in excess and wasted and there may be a shortage of others 
resulting in unsatisfied demand. A obronio maladjustment in 
demand and supply is feared. The task of organising production, 
of allocating every acre of land to its proper use, to set every worker 
on the right job and to invest every rupee in the direction of maxi- 
mum efficiency is too big to be performed by any single authority. 

Under capitalism the consumer enjoys sovereignty. Of oourse, 
this sovereignty is limited by his income, existence of monopoly, etc., 
yet the domain is wide enough for him to pick and choose. But 
under socialism he will lose this sovereignty altogether. Consump- 
tion will have to adjuBfc itself to production. This loss to the con- 
sumer is a real loss. He will not be able to maximise his satisfac- 
tion. Socialism always, therefore, means hardship, sacrifice and priva- 
tion for the consumer, The State will no doubt fix the prices but it 
will be all arbitrary. The price fixation will be rigid and will laok 
the resiliency of market mechanism, which is sensitive to even the 
-slightest ohange in the consumers’ preferences. 

It is also feared that incentive to hard work and stimulus to 
self-improvement will disappear altogether when personal gain or 
self-interest is eliminated. People will not give their best. Inventive 
ability, enterprising spirit and the go-ahead attitude will languish, 
and creative work will become impossible. It is remarked that 
“a Government could print a good edition of Shakespeare’s works, 
but it could not get them written .” 1 

Another charge against socialism is that with the freedom of 
enterprise disappears even the free choice of occupation. Workers 
may be assigned certain jobs and they cannot change without the 
consent of the planning authority. Otherwise the plan may be up- 
set. Every worker is dovetailed in the scheme and he must keep 
there. This loss of freedom may be really galling. 

Some people have been disappointed in socialism, because in 
Russia, where it has been in operation, It has failed to bring about 
an economic equality. The difference between the rich and the poor 
is still there. The dream of a classless society is far from being 
realised. The workers under capitalism, e.g„ in America and England, 
are not so worse off. They enjoy a higher standard of living. People 
are not convinced that under capitalism poor go on becoming 
’poorer. The rich are no doubt getting richer but the lot of the poor 
is also undoubtedly improving. So some degree of sceptioism in the 
efficacy of socialism as a panacea of all, social ills has grown and 
damped the ardour of some enthusiastic socialists. 

That under socialism there is no unemployment is conceded but 
the critics retort there is also no unemployment in a jail. They re- 
gard a socialist State as one big prison-house and do not think em- 
ployment is any compensation for loss of liberty. ■ 
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It may also bo pointed out in the end that Marxian socialism is 
not so scientific after all. Labour is not the only cause of value and 
has not the sole right to its appropriation. Eeu "are convinced of the 
accuracy of Marx's materialistic interpretation of history. Economic 
motives are no doubt the strongest but they are not the only ones to 
away human sentiments. 

19. Answer to Critics of Socialism. This looks a formidable 
army of arguments against socialism but it is not so formidable as it 
seems. I’he strength of socialism lies in the proved evib of capital- 
ism. The world is periodically plunged into depression causing so 
much dislocation, unemployment and suffering. Capitalism has not 
been able to ensure stable trade conditions. National resources have 
been exploited for personal profit. Human beings, especially women 
and children, have been used as so many machines simply to enrich 
the capitalists. Who can help hearing the ‘Cry of the Children' ? 


how long, 0 cruel nation. 

Will yon stand, to move the world, on a child’s heart,— 

Stifle down with a mailed heel its palpitation, 

And tread onward to your throne amid the mart, 

Our blood splashes upward, 0 gold heaper. 

And your purple shows your path ! (Elizabeth Barret Browning) 


The social conscience feels outraged at the sight of a poor family 
working the hardest, not getting sometimes two square meals a day, 
dressed in rags, living in dirty cells and children dying because they 

r*f»nnr»t. hutr mpHirnl nr ™ ilL- Or, fhn nf.tipr band, the rich 3fC 


cannot buy medical aid or milk. On the other hand, the rich an? 
rolling in luxuries, their horses and dog3 are better fed and homed 
than their fellow human beings. They perhaps think .the poor man 
is not after all a human being ; he is some other specie. A system 
which produces such iniquities and callousness stands s el (-con- 
demned. 


Look at the alternative. Socialism bans trade depression an^ 
removes unemployment which under capitalism always hang= 
workers’ heads like Democles’ sword. A great worry is off. 
choice of occupation under capitalism is a farce. . Who can m . 
choose his occupation 1 The choice is limited by his parents 

and influence. Sometimes a man would like to get any wor'*- 

he can But there is no work. Capitalism regards ”'. m a P 
the scrap heap. Who would not like to be put on to job ? ^ 
sorilv rather than face enforced unemployment ana starva ro 
socialist State provides' permanent and. pensionable jo 
body according to his aptitude and capacity. ^ 

A socialist State can allocate the resources of 


A socialist State can allocate me resources m rity 

among the various uses with the sole consideration ofsoeiai- , 


irious uses wita iut- m/jo — . , . * _ so c 

and welfare. Consumers’ wishes have to be replaced J - goring 3 
vacations . 1 1 is possible that at one stage there may Jfl t j, e 

;t . f consumers’ goods but this is delibera - o,, rf ir there 

of the society taking a long range rie ^' children 
’lea temporary sacrifice so that we or 
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may be able to enjoy better standards later. Only a socialist State 
oan build up a solid foundation for the country’s strength and pros- 
perity. The policy of a capitalist economy is a short-sighted one 
guided by the immediate gains of the entrepreneurs. 

Under socialism vast funds can be devoted to the expansion of 
education of all types, provision for adequate medical facilities, 
rationalisation of industry and reorganisation of agriculture. The 
result is that human and material resources of the nation are 
immensely improved. The socialist State can easily find vast sums 
because the profits of industry, which under capitalism go to enrich 
the already rich and surfeited, are pooled in the State treasury. 
Matoy things the-consumption of which is considered essential for 
health and efficiency may be supplied free or much below the cost. 
No doubt consumption is regimented and it is curtailed in certain 
directions, yet there need be no hardship, for it may he expanded in 
some other and more desirable directions. A socialist State can 
provide free milk for children, free nursing, free education and free 
medical aid. It can give free cinema shows for the workers and 
provide for them swimming t baths, recreational clubs, free railway 
passes to week-end resorts and light refreshment in the factory 
gratis. But a cap talist only looks to hi3 dividend. Suoh things 
are impossible in a capitalist economy, where lure of the lucre rules. 

Production of all types oan be immediately increased by a 
socialist State. The achievements of Russian five-year plans are a 
standing monument as to what can be achieved by people who not 
long ago were illiterate, ignorant, backward, conservative and poor 
peasants. Russia, too, like us was a country of small farmers almost 
all illiterate. Now there is nearly cent per cent literacy and in 
production Russia has beaten every other European country which 
started in the race of industrialisation nearly one century ago. This 
iB due to the fact that it is only in a socialist State that planning can 
really be effective. We have seen that in the war there was no 
unemployment and production figures have shot up to a level which 
would have staggered not long ago. This is all due to the fact that 
all phases of eoonomic life are under the central State direction. A 
socialist State does exactly the same thing in peace times. It 
mobilises all the resources of the community in the most effective 
manner. Dangers of bureaucratic management have been exagge- 
rated. There is a lot of red-tapism in a company management even 
under capitalism. 

A socialist State can also regulate the credit and banking 
operations so that financial maladjustments are eliminated. 

As for incentive to hard work, a socialist State can, by persistent 
propaganda and through instruction in the educational institutions 
ohange the psychology of the people and create new scales of values. 
It can offer production bonuses so that every worker does his best. 
Who will do the dirty and disagreeable work 1 The socialists’ 
answer is that most of it will be done by machinery. Machinery is 
not being put to such tasks now simply because man is cheaper than 
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machinery. Thousands of semi-starving people are available under 
capitalism to do such jobs on a small wage, beoause capitalism has 
impoverished the masses to such an extent. But a socialist State, 
not working for profits, will be in a position to relieve man from all 
dangerous, dirty and degrading jobs. 

Socialism may not be able to make every body economically 
equal. This is due not to the laok ol organising ability in a socialist 
State. The cause lies m the innate inequalities among human beings. 
Nature does not make everyone alike. Every one i3 endowed with 
varying degrees of intelligence and working capacity. No State can 
help it. It is not a matter for legislation. But a socialist State can 
discover the aptitude and ability of each citizen and develop it 
further by training and education, so that every citizen is enabled 
to make his best contribution to the welfare of the State. Real 
worth will not be allowed to be suppressed or depressed by poverty. 
The socialist State can pick up genius even from the lowliest of 
families and provide it with fullest facilities and opportunities. If, 
therefore the attainment of economic equality is not considered 
feasible, at least equality of opportunity can be assured to each and 
this is no mean achievement. There can also be a considerable 
levelling up of the masses. 

The balance seems to be heavily tilted in favour of socialism. 

20. Progress of Socialism. Pigou remarks, “if we take as 
our representative of capitalism the actual economic arrangements 
ruling in this country now and leave socialism a vague concept, we 
are tilting the balance against capitalism, for we are setting a nude 
figure, with all its blemishes patent to the eye, against a figure, 
that is veiled.’’ 1 But figure is no longer veiled. There was a time 
when socialism was only to be found in books like More’s Utopia or 
Plato’s Republic or was sought to be put into praotice by idealists 
like Robert Uwen. Small communistic societies, e.g., Harmony, 
Oneida Community, etc., were established. But the founders were 
bitterly disappointed. They were just a few cases of socialist 
brotherhood in the vast desert of competitive capitalism. They 
existed within the capitalist States which maintained law and order. 
The modern sooiahst wants socialism to be all-inclusive in a 
country and no small patches scattered hither and thither. 

Socialism has now emerged from the utopian embryo. It is no 
longer a matter of economic theory but has taken its stand on 
practical politics. The Communist manifesto of 1848 created a 
sensation by its clarion call for a union of all the workers of the 
world. It called for a revolution and said that the workers had 
nothing to lose except their chains and they had world to win. 

Since then socialism has been winning adherents all over the 
world. Jewish refugees from Germany established in Cyprus several 
communities run on socialistic lines. Spread of socialism has been 
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phenomenal in recent times. In the German elections of 1919 the 
socialists secured nearly 50% votes. Nearly one-third of the British 
electorate in 1924 voted for the Labour Party, in 1935 the percent- 
age rose to more than 40. In 1945 they have returned them with a 
solid majority. In France more than one- third of the Deputies 
in 1936 were of socialist views. Spain had a socialist Government 
which was ousted by General Franco through an unholy alliance 
with Hitler and Mussolini. General Franco's throne is again shaking. 
The splendid bucccss which has attended the Russian arms in the 
recent war and the way they turned back Hitlerian hordes as no 
other nation could, has won the unstinted admiration of the world. 
Its necessary consequenco is that almost all European countries have 
gone ‘red’. The Governments injtaly, Bulgaria, Yugoslavia, France, 
Austria and Poland have all socialistic leanings. 

In the East, in China, the OommunistB have a parallel Govern- 
ment of their own. Thus in the East as well as in the West the 
gospel of socialism is finding a ready response. 

Indian intelligentsia, youth and leaders like Pt. Jawahar Lai 
Nehru aotively believe in some form of socialism. There is nothing 
to fear. The movement need not be a sudden revolution accompani- 
ed by all tlie horrors that a revolution brings, but the change can be 
gradual and by peaceful means. All socialists do not believe in 
revolutionary and abrupt changes. For a long time all thinking 
elements have been everywhere in favour of increasing nationalisation 
of the principal means of production. All the monopolies can with- 
out any remorse or provoking a protest be nationalised. When an 
industry has become sot and, has been reduced to a routine, private 
enterprise iB really out of place, and it should be taken over by the 
Government so that the profits can be scoured for the community in 
general. Proper sphere for a private enterprise is in new industrial 
fields, where initiative counts the most. 

The credit for creating enthusiasm for sooialism belongs to 
Russia. It will not be out of place if wo note a few faots about the 
Russian experiment. 

21. The Russian Experiment. The Russians made their ‘Red’ 
Revolution even before World War I had come to a close. 
The loaders of the Revolution inspired by Marxian doctrines of 
socialism started with a revolutionary programme. Capital and 
land wore nationalised without any compensation. ‘ Kulaki,' the 
rioh landlords, were sent into exile. Production and distribution 
were completely centralised and money wages were abolished. 

But the system did not work. Lenin in 1921 introduced’ the 
now economic system which has been called a strategic retreat. The 
leaders realised that they had overshot the mark. Thus follow- 
ed a policy of compromise. Private ownership in land was recognised 
to a limited extent and private farming was allowed side by side 
with oolleotive farming. Private enterprise in trade and industry 
was also permitted alongside with State enterprise. Instead of 



650 


modern economic theory 
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The organisation of the Russian system is based on a network of 
soviets (councils representing occupational and industrial groups) 
scattered throughout the length nnd the breadth of the country, in 
rural as well as urban centres. These are knit into congresses which 
in their turn arc federated into a supreme congress, the highest 
authority In the land. As it is too big a body, it functions through a 
central executive which is a bicameral organisation. Below it there is 
the Presidium, a legislative body consisting of 21 members and a 
council of peoples commissars which is a smaller body and is mainly 
an administrative organ like the Indian Executive Council or the 
British Cabinet. 

22. How Russia Tackled Economic Problems. It will be of 
interest to know how Soviet Russia has tackled the various econo- 
mic problems : — 

Private properly. Private property in a house, a car, a few animals 
and other consumers’ goods is allowed. A man is free to buy 
Government bonds or securities or he can keep a deposit in the bank. 
Property of the amount of 50,000 roubles can be transmitted by 
inheritance. But living on unearned income is discouraged and all 
unearned income is subjected to very heavy taxation. 

Pricing system. Some economists notably Mrs.. Hayek and 
Robbins are of the opinion that rational accounting is impossible 
under a socialist regime and that it is all groping in the dark. 
MiBses regards socialism "as a rational economy. But there are 
other economists like Pigou who do not see any difficulty in tbis. 
Dickenson, too, is of the opinion that the capitalist apparatus of 
marketing aud prioing can be retained in socialism. Russians have 
been able to fix prices of the goods produced. Costs of raw 
materials and wages, transport and all other costs are added and 
then a small % for a little profit, This gives a selling price. It is a 
little arbitrary and prices do not refleot intensities of consumers’ 
demands, although some note is taken of the relative scarcities. 

Supiily of labour and wages. Labour had sometimes to be con- 
scripted. But there are now ample facilities for tcchhical training. 
Government is even prepared to bear the cost of training on the 
condition that the trainees after completing training, work in 
Government factories for four or five yeaT3 on terms settled i 
beforehand. Money wages are paid and there are variations according S 
to ability, efficiency and nature of work. Standard wages are fixed v 
after a thorough motion study and time study in order to ? 
ascertain the standard time required for a job, and efficiency pre- 
miums are given to better workers who take less time, If there is a 
comparative shortage of some type oflabour, higher wages are of 
course offered to attract the right type and sufficient supply ot 
labour. Workers are assigned definite jobs and they are not allowed 
to leave without the permission of the higher authorities This 
restriction on mobility is considered essential, otf . ' *■ 
the plan might be upset. Such restrictions were imposed in » 
countries during the war in the oase of essential sorvioes, < 
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workers could also be transferred from one place to another just like 
Government servants. The Government tries to adjust supply to 

demand. . 

Finance. The Russians had repudiated foreign debts and 
could not hope to secure foreign loans. Tkoy relied, therefore, mostly 
on created money. Paper money was issued by the State in enormous 
amounts. There was inflation with all the inevitable consequences, 
exorbitant prices and a very high cost of living. They aim raised 
loans from the people. Every worker had compulsorily to 
subscribe to the State bonds a certain portion of his monthly 
earnings, of course, in easy instalments. Later on, inoomo from 
socialised industry flowed in and helped to finance the later stages 
of planning. 

Interest. Russians have not abolished interest altogether. The 
Government itself pays 8 to 10% interest on State loans. The high 
rate of interest shov s an attempt to bring tho demand for and 
supply of capital in equilibrium. The banks also pay interest on 
personal accounts. Interest as remuneration to capitalist, i.e„ 
payment to private owners of idle monoy, does not occupy an im- 
portant place in Russian economy as private capital has practically 
1 disappeared. State borrows and pays interest and appropriates the 
profit of industry. 

Allocation of factors of production. The State planning authority 
tries to estimate the amounts of factors required for the target 
production in an industry and arranges for the supply. It is first 
decided which industries have to be developed and to what extent, 
and the faotors are diverted into channels decided by the State 
authorities and not according to consumers’ preferences. Eor ex- 
. ample they concentrated first on heavy industries. Naturally there was 
a shortage of consumers’ goods whoso prices shot up. In our system 
factors of production would rush towards consumers’ goods industries 
to make up for the deficiency. But a socialist State does not allow this 
diversion. Shortage would continue and rationing and price control 
would be introduced. In Russia tbo normal function of the prioe- 
mechanism which brings about an optimum distribution of resources, 

, as judged by the consumers’ valuations, is nullified by State action. 
Thus the resources are allocated not according to the valuation of 
,the consumers but according to the valuation of the State. The 
State deedes what is best for the nation at a particular period of her 
|ife and arranges the distribution of resources accordingly. The 
consumers must adjust their demands according to production and 
the exigencies of the State. 

23. The Fascist Plan. The ohief author of the Fascist phi- 
losphy Mussolini has made his exit and his senior partner Hitler is 
also reported to be dead. AU the same the economic system which 
' they have bequeathed is well worth studying. It can be especially 
useful and instructive to those nations wbioh are anxious to realise 
the benefit of planned economy without nationalising the means of 
i production, 
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bv the strong or injuring of the national interest in any manner is 
rendered impossible On the other hand, Fascism borrows good points 
of Socialism avoiding its pitfalls. The Fascist btate takes no risk of 
capital investment, does not overhaul the whole system throwing it 
in a melting pot. By leaving private ownership and management 
of the means of production in the hands of private individuals it 
avoids formalism, corruption, inefficiency, timidity, red-tapism, and 
bureaucratic management, but retains the resiliency, vitality, re- 
sourcefulness and adaptability of capitalist production. But it does 
the planning like a soc alist State without much botheration and 
responsibility. 

The supremacy of the interests of the community as distinguish- 
ed from those of the individuals, the preservation of national har- 
mony and the avoidance of senseless class antagonism and harness- 
mg the resources of the community to further the highest interests of 
the nation are the most outstanding features of Fascism or State- 
controlled capitalism, as it is also called. 

24. The Fascist Organisation. To facilitate and make effective 
the type of State control that a Fascist State contemplates an ap- 
propriate economic organisation is essential. In Italy corporatives 
or syndicates have been formed in each trade and industry including 
representatives of the employers, employees and of the Fascist party. 
There are local corporatives, provincial corporatives and the national 
corporatives. The employers and the emp'oyees have their separate 
organisations too In each there is a corporative council, represent- 
ing all the interests concerned, which is the supreme governing organ. 
The representative of the Fascist party in each council is there as a 
reminder that national interests are to be supreme in every decision. 
At the top if all corporatives is the National Council of Corporatives 
working under the Ministry of Corporatives. The National Council 
is responsible for formulating all economic policies and giving 
major economic decisions. It co-ordinates all economic activities 
in the country and lays down the economic plan and looks to its 
execution. 

In Germany, too, self-governing bodies were organised in 
each industry and trade fully representing all interests involved. 
At the top there was the National Economic Council working under 
the general direction and supervision of the Minister of Economics. 
The National liono -tic Council was responsible for planning and 
regulating the entire economic life of the country and in makiDg 
it work as one harmonious whole. Unlike Italy, separate organi- 
sations of the employers and the employees were not permitted. 
There was one organisation, viz.. Labour Fiont representing both 
sides. 

25.. Fascist Control. A rigid centralised control of the entire 
economic life, of the country is the most outstanding feature of 
hascisin. I' he resources of the community are distributed in accor- 
dance with a central plan. The nature and the volume of produo- 
lon is controlled. There are restrictions on new capital issues so 
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that the factors of production are diverted into such directions as 
are best desired by the State and not as necessarily indicated by the 
consumers’ preferences. 

Dividends are limited and profits very heavily taxed so ns not to 
exceed {!%. Limitation of dividends makes for automatic building 
up of sound reserves for the industry. It not. only creates n solid 
foundation but provides finances for its expansion from its own re- 
sources. Further, as there are restrictions on new investments, the 
Government could raise cheap loans from this source. So long-term 
rates of interest were reduced. Cheap money was, therefore, avail- 
able for the government and industry. 

As for" the labour problems, strikes or loek-onts were strictly 
prohibited. Industrial courts settled individual disputes and the 
labour officials of the Government decided disputes in which the 
whole body of the workers was concerned. The emploj’ers bad to 
pay at least the wages fixed by the Government. They could pay 
more if they liked. 

In order that the entire industry may be effectively subjected to 
State control, each industry was ordered to ferm cartels so that on 
the eve of the war (H)39-45)'nlmostthe ontiro German industry had 
become cartelliscd and could operate as one unit. It realised that to 
co ordinate the activities of numberless scattered entrepreneurs was 
difficult. Thore was greater likelihood of evasion. The purpose of 
the control may bo defeafed. Cnrtcllisalion removes this danger. 
Working efficiency was improved and costs lowered. All the econo- 
mies of rationalisation were realised. 

Agriculture in Gormany was shown a greater degree of solicitude 
for very apparent reasons. Agricultural Associations representing 
the landowners, the farmers and the tenants were formed. Market- 
ing Associations were established. Tho result was an efficient orga- 
nisation of production and most economical distribution. Prices 
were stabilised at levels wbich.wero considered remunerative for the 
growers. Imports from abroad were so regulated that the home 
producer was adequately protected. The country was helped to 
produce as much of a commodity ns was desired. 

Prices of other goods were also fixed not In nceordanco with 
consumers’ preferences but in accordance with the expenses of pro- 
duction. This seems arbitrary’ but not the loss rational than under 
competition. Considering the costs thoy are quite rational and the 
consumer must pay this price if he wants the thing. Market fluctua- 
tions wore not permitted to ruin a producer. 

A ‘closed economy’ like this involves a strict control of foreign 
exchange and foreign trade. The country’ is not out off. But im- 
ports and exports were nob governed by the motive of private profit 
but according to the necessities of the State. 

A Fa°cist economy allows the operation , of demand and supply 
forces within reasonable limits. It takes away sting from socialism 



MODERN ECONOMIC THEORY 


C5S 

business oflife." Discuss. ... 

(C. U. 1940, 1934 ; Rom. 1942, All. 1933). 

1G “Economics is a study of business in its social aspects.” 
Explain and illustrate. (C.U. B. Com., 1931, 1M», P*‘na 1915). 

- 17. Define Wealth and discuss the relation between Wealth and 
Welfare. (C. U- 1930; Dacca 1938, 1939). 

IS, “Political Economy or Economics should teach us the 
virtues of economy or frugality.” Criticise. 

19. “Economics is a soeial science dealing with the problems 
of material welfare and prosperity of mankind.” Discuss. 

r 20. Economics has been defined as a science of wealth.. Is this 
definition adequate or appropriate f Give reasons. » 

Consumption 

■T. Explain the conception of ‘consumer’s surplus.’ What are 
the effects which a chance in the condition of supply is likely 
to exert on it 1 (P. TJ. 1933). 

'2. Define the Law of Diminishing Utility, and explain carefully 
the relation it bears to the principles of taxation. (P. U. 1933). 

0r ‘ 

Estimate its importance in shaping the theory and practice 
of modem taxation. (P. U. 1939). 

, 3. Explain the concept of ‘elasticity of demand ? What is its 
use in the theory of value 1 (P.'U, 1934, 193S, 1942.) 

How can elasticity bo measured ? 

f (P. U. 193S, 1949; C. U. W3C, 1942, 194G). 

4. Write short notes on any llircc of the following : — 

(a) Consumer's Surplus. 

( b ) Joint Demand. 

(c) Standard of Living, 

’ (d) Elasticity of Demand. 

(e) Engel’s Law. 

(/) Law of Substitution. 

(?) Marginal Utility. 

’ - *5. “ The application of the principle of substitution extends 

j over almost everv field of economic inquire”. Explain. 

(P. U. 1937, 1942; C. U. 1923 ; All. 1938; Delhi 1940 ; Agra 1941 ; 

Nag. 1942.) 
Or, 

What is meant by the principle of Equi-Marginal Returns ? 

. Explain its importance in Economics. (P.U. 1944). 

6. Explain the terms Demand and Demand Schedule and 
i show the relationship between the Demand Schedule and Demand 
curve - {C. U. 192G ; P. U. 1938). 

.7. What do you understand by Consumer’s sovereignty ? How 
i far is it real and what are its functions 1 (W \j. 1943), 
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2. Wbat do you understand by the term ‘land’ as used in 

Economics ? Wbat are its peculiarities ? Discuss its importance as 
a factor of production.- , , 

3. -State the Law of Diminishing Returns with its limitations. 

(C. U. 1926, 1937 ; Agra 1937, All. 1934 ; Delhi 1936 ; Mad. 1937 ; 

Nag. 1941 ; Pirn. 1937). 

4. Examine the significance of the Law of Diminishing Returns 
and indicate its bearing on'(t) the Malthusian Theory of Population 
and (ft) the theory of rent. 

N 5. Explain the terms (t) ‘dose of labour and capital’ ; ( ii ) 
marginal land ; and (Hi) extensive and intensive methods of 
cultivation. 


6. Does the Law of Diminishing Returns apply also to faetor3 
other than land 1 Explain fully.* 

Labour. ' 

S’ 

\ Write a note on the Optimum Theory of Population. 

(P. U. 1935). 
Or 

Define over- population and under-population in the light of 
Optimum Theory. 

(Benaras 1938 ; Dacca 1942, 1913). 
-'2. What was Malthus’ theory of population ? Discuss the 
present position concerning this problem. 

- (P. U. .1940 ; Agra 1944 ; Nag. 1942). 
*3. What are the factors that affect the efficiency of labour and 
wnat method do you consider best to measure it. 

(P. U. 1938 ; C. U. 1939 ; Agra 1940; Nag. 1942). 
4. Examine the conditions that promote efficiency of Labour, 

■ (P.U. 194S); 

-5. ‘‘Division of Labour is limited by the extent of the market.” 
cuss - (P. U. 1943). 

„ > ^hatjs meant hy Division of Labour ? Briefly discuss its 
advantages and disadvantages. (0. U. 1930 ; All. 1939). 

ductive labour° ■ La ^ 0ur ' ^ stin g u isk between productive and unpro- 
production^ ™ as a facte of 

sisals? Zszsrj ^ e .btd£ 


traMod" “l')i T'V " «“ difficult to b. 



MODEL QUESTIONS 


661 


Capital. 

1, Write short notes on Fixed Capital and Circulating Capital 
and mention the factors that determine the ratio between the two 
in an industry. 

2. Define capital and briofiy discuss the functions it performs 

in production. (C. U. 1926, 24.) 

, 3. What is capital ? Briefly discuss its origin and the forces 
that govern its accumulation. Account for the slow growth of 
capital in India. ' • 

4. “In the short run Labour and Capital arc competitive ; in 
the long run they are complementary.” Discuss the statement. 

(C. U. 1932) 

5. Examino the effects of machinery on labour and discuss 

whether the progress of mechanical invention is injurious to labour- 
ing classes. (C. U. 1925) 

6. ‘Land is capital/ Disouss. 

7. Discuss the economic effects of the introduction of machi- 
nery, Docs machinery create unemployment ? Give reasons, 

8. What are the functions of capital ? What is meant by 
saying that capitalistic production involves a round-about process 1 

9. Indicate the relation between capital and money. Show 
how far oipital depends upon use and intention. 

. 10. Indicate the relation between the rate of interest and the 
volume of saving. * 

11. What is meant by mobility of capital? How far can 
capital bo said to bo mobile in India ? 

Organisation. 

* I. Write a short note on Joint Stock Companies. 

2. What do you understand by the Scale of Production. 
Indicate the factors that lead to variation in the scale of production. ' 

(P. U. 1930, 1938) 

Or 

Indicate the factors that determine the size of industrial unit 
in a community. (P. U. 1938) 

Or 

! Indicate the advantages and drawbacks of large scalo produo- 
tion ? (P. U. 1948 ; 0. U. 1936 ; All. 1936) 

t 3. Discuss the relative merits and demerits of competition and 
monopoly. (P. U. 1936 ; 0. U. 1926) 

Or 

What is monopoly ? What are its advantages and disadvan- 
tage P. U." 1944} 
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4. Enunciate the Laws of Increasing Returns and Diminishing 
Costs. bringing out clearly the points of difference between the two. 

(P. U. 1938). 

5. Amplify the statement that there is a continual movement 

of towards equality of advantages m different fields of industry, 
and note the circumstances under which the tendency may become 
inoperative. (P. U, 1939) 

6. Discuss the causes of localisation of industries, and account 
for the present-day tendencr- towards decentralisation. (P. U. 1939) 

Mention the consequences of localisation. 

(All. 1040 Nag. 1941 ; C.'U. 1920) 

7. Explain what is meant by internal and external economies 

and consider the part played by them in bringing about increasing 
returns. (P. D. 1941) 

8. Compare partnership and joint stock company or forms of 
business organisation. 

9. Compare a joint stock concern and a oo-operative store as 
types of business organisation. 

•10. “The part played by Nature conforms to Diminishing 
Returns while the pait which Man plays conforms to Increasing 
Returns.” Discuss. (C. U. 1932) 

11. Account for the operation of the Law of Diminishing 
Returns in Indian Agriculture and say how it can be counteracted. 

12. In wbat oircumstances is small-scale production more 
economical than large-scale production ? 

Why do EmaU-scale producer still persist in many industries ? 

(C. U. 1940) 

13. What is the nature of the services performed by the entre- 
preneur and how is he rewarded 5 (C. U. 1943) 

14. Discms the various forms of combinations among producers- 
Are such combinations necessarily injurious to society 7 (C. U. 1927) 

15 What . re Trusts and Cartels ? Examine their merits and 
demerits. (C. U 1945) 

16. "The Law of Diminishing Returns is only one phase of the 
universal law of variable proportions. ’ Explain. 

(C. U. B Com., 1942 ; Nag. 1943 Dacca 1943) 

17. How are the factors of production allocated among the 
various uses ? 


18. How far is the modern economio system adaptable ? 

19. Distinguish between Optimum Eirm and Representative 
Firm. What causes determine the size of optimum firm ? 

20. Explain with illustration what is meant by (a) Vertical 
combination, (b) Horizontal combination. 


’21. What is a Holding Company ? 
demerits. ‘ * ‘ 


Discuss its merits and 
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11 Distinguish between a ‘Marginal Firm’ and a ‘Representa- 
tive Firm.’ Which of the«e do you think and why, is more 
important in price determination in practical life ? (P. U. 1938) 

‘19 Define a market and discuss the factors whioh determine 
its Bize for different commodities (P. U. 1940, C. U. 1920) 


What would you expect to 
vegetables and precious metal ? 
* 13. What is Normal Price 


be the size of the market in bricks, 
(C. U. 1915, 1917, 1920) 
? How is it determined ? 

(P. U. 1940 ; C. U. 1917, 1923) 


Or 


Discuss the concept of Normal Value. (P. U. 1948) 

14 There can be general rise and fall in prices, but can there 
bo a general rise and fall of values ? Give reasons (P. U. 1941) 
15. Explain the usefulness in the economic system of 
(o) Organised Markets. (6) Trading in Futures. (P. U. 1942) 
1G Explain how value is determined under conditions of joint 
demand. (P- U. 1942) 

17 What are the advantages and dangers of speculation ? 

(P. D. 1943, 1945) 

18. Distinguish between ‘joint demand’ and ‘composite demand’ 

Explain the difficulties of price determination under conditions of 
joint demand. (P. U 1945) 

19. Analyse the factors that obstruct the free play of competi 

tion in modern economic system, (P. U 1948) 

20. W r hat role does Price mechanism play in the economic 
activity ? 

21. What is meant bg equilibrium price ? How is it determin- 
ed under competitive conditions ? (C U. 1929, 1933, 1939) 

. 22. What is Market Price 3 Distinguish it from normal price 
and say how market price is determined. 

(Bom. 1942 ; All. 1937 ; Delhi, 1936 ; Pat., 1944) 
23 Discuss the importance of the time element in the theory 
of value. (G U. 1937) 

Or 

A rise iu demand may lead to fall in price. How do you explain 
the paradox 3 

- Or 


Discuss the effects of increased consumption of (a) Wheat ( b ) 
Stebl manufactures on the value of these commodities. 

(C. U. 1931, 1934) 

24. What do you understand by the term ‘cost of production’ 3 
Distinguish between Prime Costs and Supplementary Costs and 
examine the bearing of this distinction on the theory of value 

(Pun. 1945, All. 1935, Delhn&36) 
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‘ 25. Explain the concept ‘Opportunity Cost’ and discuss its 

bearing on the problem of relative values. 

26. ‘Water is more useful than gold, and yet gold has greater 
vhlue’. How do you explain the paradox ? 

; - . (C. U. 1932, 1937 ;‘Pat. 1940) 

• 27. "Marginal uses do not govern value, but are'gov'erued 
together with value by the conditions of demand in relation to 
supply.'’ Elucidate. (All. 1933; Bana. 1939) 

28. The normal price of a commodity cannot be permanently 
either above the cost of production or below it. Why ? * 

29. What is joint supply ? How is value determined under 
joint supply ? 

30. How far have the functions of the entrepreneur been 
delegated to others in modern times 1 ' 

31. Explain the marginal theory of value and Bhow why it is 
necessary! to study the behaviour of demand and Bupply at the 
margin. 

i Jr. jnftf* ^ Money. 

• 1. What do you understand by the term ‘Money.’ Classify the 

various forms of money in circulation in the country and ind ; cate 
the characteristic of each. (P. U. 1932) 

2. What arc the considerations determining an individual’s 
demand for money, and what are the principal influences which cause 
variation in this demand ? (P. U. 1932) 

* 3. What, according to the' Quantity Theory of Money, would 
be the effect on the general level of prices of the -following (other 
things being supposed to remain the same) — 

(а) Improvement in the means of communication ; 

(б) The growth of trade and population ; 

(c) The development of deposit banking ? (P. U. 1932) 


4. How are general changes in prices brought about ? How 
can thby be measured ? Give an Indian illustration. (P. U. 1933) 

5. Write short notes on : — ^^Bimetallism, 1$) Reflation (c) 
“Seigniorage. W Fiduciary Money, Monometallism, (/) Legal 
^Tender, (gy \ Sterling Balances, IfejBtandard money, U) Token Money, 
and ( j) ‘Isold Bullion Standard. 

6. How does a long continued fall in prices affect different 
sections' of the community ? Give Indian illustrations. 

(P.U. 1934) 


7. “Since every one is both a creditor and a debtor changes in 
the value of money do not matter.” Comment and criticise 

(P. U. 1935). 

^S^-What iB Gold Exchange Stand ard ? Under what conditions 
is it nkely to be a failure t (P. U.' 1936). 


0 ^ 
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27. Explain the terms ‘inflation’, ‘deflation’ and 'reflation’ . Dis- 
miss the influence of an unbalanced budget on prices. (C. TJ. 193u), 

28. Briefly mention the ovils associated with inflation. What 
measures can you suggest to counteract these evils ? 

29. What are tho different forms of paper money ? How is the 
convertibility of paper money maintained in India ? 

30. Inflation brings about a compulsory redistribution of in- 
comes. How ? Which clnsses gain and which loso by the process ? 

35vW5^Tho Indian rupee is a curious mixture of token and stand- 
ard coin.” Discus 5 -. 


Credit and Banking. 

1. Discuss the structure and functions of the money market 
and the stock exchange. Explain Bank Bate and Market Bale and 
show their mutual relation. Can you explain why London is 
generally recognized as tho world's monetary clearing house 1 

* 1 (L b. 

2. “.Credit is ono thing, and the forms of credit aTe quite an- 
other thing.” Explain both and briefly trace tho evolution of 

- modern credit, (P. U. 1933) 

3. Explain tho economic advantages of a sound system of 

credit. (P. U. 1934) 

4. “Like all useful and delicate instruments credit is dangerous 

when nbused.” Why ? (P. U. 1935) 

5. What is an cxchango bank 1 Indicate its place in tho 

economic organisation of a country. (P. U. 1937) 

6. Discuss tho aims and objects of Bank Rato Manipulations 
and Open Market Operations by central banking authorities. 

(P. U. 1939) 

* 7. What, aro the principal methods of regulating note issuo ? 

(P. U. 1940) 

'8. Whnt are tho main functions of the Central Bank ? How 
far has the Reserve Bank of India, succeeded in discharging these 
functions ? (P. U. 1942) 

0. Explain how a bank deposit arises and consider tho limita- 
tions of banks to create credit. (P. U. 1 944) 

10. What is meant by tho term ‘Monoy Market’ ? , What aro 

the constituents of Indian money market 1 (P. U. J 1938) 

11. Explain tho following : — 

(a) ‘Every bank loan creates a deposit.’ 

(b) ‘A good bank manager knows tho difference between a 
i bill and a mortgage.’ 

12. What functions does a commercial hank perform ? What 
economic advantages does it confer on tho community ? • 
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13. Explain the working of a Clearing House. How is it ad- 
vantnceouB to the community \ 

14. How docs a Central Bank control credit ? 

15. ‘Credit is capital’. Criticise. Trace the o fleet of orodit on 
prices. 

16. Prepare an imaginary balance-sheet of a bank. 

International Trade. 

1. What are the various considerations urged in favour of pro- 

tective duties t Explain their significance with refercnco to current 
economic conditions of India. IP ■ TJ. 1034) 

Or 

Examine the validity of arguments in favour of protection. 

(P. U. 1939) 

2. Examine the limitations of a system of protection. 

(P. TJ. 1918) 

3. Write short notes on any threo of the following 

(a) Law of ccmparative costs, (6) Invisible exports, (c) Dumping 
(d) Discriminating protection, (c) Protective tariff, (/) Free Trade, (g) 
Imperial Preference. 

''4. Give a ccncLo but dear account of the general theory of 
international values. (P. U. 1934, 1945) 

Or 

Explain the theory of comparative costs in relation to Inter- 
national Trade, (P. TJ. 1940) 

Or 


State concisely what seems to you the most important points in 
the theory of comparative costs. (P. XJ. 194?) 

6. If a country to which other countries owe large sums of 
puts nlmost prohibitive duties upon all imports, what will 
? (P. U. 1941) 

Write a critical note on the economic advantages of free 

(P. D. 1943) 

In what respects does international trade differ from home 


money 

happen 

6 . 

trade. 

7. 

trade. 

8 . 

trade. 


Briefly mention the advantages and disadvantages of foreign 


9. Distinguish between Balance of Trade and Balance of 
Account What steps can be taken to correct an adverse balance of 
account ? 


To >°‘ What , d ° yoa understand by a favourable balance of trade ? 

U Mto SSttaT ‘" c ”“ *" * ' ounlry ! Disousa rtth 
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11. Explain 

(a) Why does a country import a commodity that it can 
produce more cheaply 1 

(b) Why does a country produce a commodity which it .also 

imports 1 

(c) ‘Exports pay for Imports’. 

12. Compare import duties and quota system as a means of 
protecting home industries. 

13. Indicate the forms in which International Trade has . been 
restricted in recent times. 

14. “Foreign trade is merely an extension of the principle of 
Division of Labour”. Explain. 

14. “In effect, foreign trade is nothing more than a highly 
organised system of barter”. Explain. 

Foreign Exchanges. 

1. What are specie points ? On what do these points depend ? 
Can exchange go beyond these points \ If so, when and how i 

(P. U. 1932) 

2. Write short notes on any three of the following : — (a) Cross 
Rate, ( b ) Purchasing Power Parity, (c) Exohango Equalisation Fund, 

(d) Exchange Control, (e) Blocked Accounts, (/) Clearing Agreements, 
(g) Specie points, (h) Mint par. 

3. Enumerate the influences that bring about fluctuations in 

the rates of exchange. (P. U. 193b) 

4. Elucidate the principal features of the Purchasing Power 

Parity Theory. (P. U. 1948) 

6. How is the value of money determined internationally ? 

(C.U. 1932 ; Bana. 1938) 

6. What methods are adopted to correct adverse exchange 
rates ? 


Trade Cycles. 

1. Comment on the following dicta issued by a firm of manu 
facturers ; — 

When some one stops buying, some one stops selling. 

When some one stops selling, some one stops making. 

When some one stops making, some one stops earning. 

When some one stops earning, some one stops buying. 

{P.U. 1934) 

2. What is a crisis, and how is it brought about ? (P.U. 1938) 

. 3. What do you understand by a trade cycle \ How are the 
cyclical fluctuations in trade' and industry caused 1 Suggest 
remedies. - - _ 
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4. What is a trade oyc.le ? Discuss some of its characteristics. 

5. Briefly mention the more important explanations offered 
by economists of periodical ups and down3 in trade and industrial 
activity. 

6. Clearly indicate the main phases of a trade cycle. 

Distribution. 


General. 

What do you understand by 'mobility’ in the Economics of Dis- 
tribution 1 Indicate its relationsbiD to the rates of interest. . 

(P.U. 1936) 

2. Explain the term ‘National Dividend’. Briefly discuss 

the principle which governs its distribution among the various, agents 
of production. (C.U. 1935 ; Agra 1942 ; Pat, 1944) 

Or 

Explain the General Theory of Distribution. 

3. How far is the general theory of value applicable to the 
distribution of National Dividend ? 

4. The problem of Distribution has become very acute in 
modem times. Why 1 

5. “The National Dividend is at once the aggregate net product 
of, and the sole source of payment for all the agents of production 
within the country.’’ Discuss. 

Rent. 

1. Write short notes on any three' of the following: — (a) Pro- 
ducer’s Surplus ; (6) Quasi Rent ; (c) Transfer Earnings, (d) Mar- 
gin of cultivation, and (c) No-rent land. 

2. “The rent of the land is not a thing by itself, but the lead-' 

ing species of a largo genus.” What does Marshall mean by this 
statement ? (P.U. 1933) 

Or 

Rent is not a peculiarity of land. It can be traced in other factors 
too. How ? 

*3. Attempt a clear statement of the theory of rent ? 

(P.U. 1935) 

4. Analyse the nature of rent and indicate the position it is 

likely to hold under a socialistic regime. (P.U. 1938) 

5. Attempt a statement of the Recardian Theory of Rent. 

(P.U. 1935) 

6. “Cora is high not because rent is paid. . But high rent is 

paid because com is high.” ; . Discuss the relation between rent ' and 
P nce * (C.U. 1936 ; All. 1936 ; Agra 1942 ; Delhi 1939) 
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7. ‘Rent is paid for original and indestructible power of the 
soil'. Explain. 

(O.U. 1945; ’35 ; Agra 1941 ; All. 1935 ; Ben. 1938 ; Pun. 1938 ; 
Nag. 1943) 

8. Explain the Marshallian restatement of the theory of rent. 

(C.U. 1935 ; Agra 1936 ; Nog. 1939 ; Mad. 1936) 

9. Explain, giving reasons, the effect on rent of 

(а) Improvement in the moans of communication and 
transport. 

' ( b ) Increase in population. 

(c) Improvement in methods of cultivation. 

(c 1) Economic progress in general. 

10. Distinguish between Rent and Quasi-Rent 

Would there bo rent (a) if all lands wore equally fertile ? 

(C.U. 1945, 1929) 

(б) if there were no tendency to diminishing returns ; 

(c) if the Government owned all Lands ; 

(d) if the lands were cultivated by the owners ; 

(e) if the supply of bettor lands wore practioally unlimited; and 

(/) if land revenue were abolished: 

Give reasons in each case. 

Wages and other Labour Problems. 

1. What are the principal labour problems of today? How 

would you attempt to solve them in India ? (P.U., 1933) 

2. Briefly desqribe the most acceptable theory of wages of 

labour. (P.U. 1934) 

i-3. What are the peculiarities of labour in relation to demand 
and supply ? (P. U. 1935) 

4. What do you mean by the ’minimum wage' ? What conside- 
rations should enter in its determination ? (P.U. 1937) 

6. Explain the connection between changes in tho manners of 
living and the rate of earnings with reference to Indian conditions. 

(P.U. 1937) 

6. Discuss the functions and utility of Trade Unions. 

(P.U. 1940) 

7. It is sometimes said that labourers could increase their wages 

by first increasing their standard of living, that is by demanding 
more and better goods for consumption. Is this statement correot ? 
Explain how wages are determined and how best labourers oan succeed 
in increasing their wages. * ?(P.U. 1943) 

8. The average woman earns considerably less than average 

man. Why ? (P.U. 1944, C.U. 1918) 
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0 Trace tlio influence of T ratio Unions on tbo wage-rate 
Gonsider limitations. (P.U. 1940, 1918 ;C.U. 1936, 1938) 

10. Analyse the causes and suggest remedies for unemployment. 

(P.U. 1948) 

11. Distinguish between real and nominal wages. Wlint fac- 
tors would voti take into cnnriilcration in determining real wages l 

(C U. 1925 ; Agra 1941 ; All. 1942 ; Mad. 1937) 

At present in India nominal wages arc high, but real wages 
are low. Why 1 

12. What is meant by ceonomy of high wages t Explain the 

statement that dear labour is really cheap labour. ;C.U. 1944) 

13. How far is it true to say that the theory of wages is an 
application of general theory oi value ? 

(C.U. 1931 ; Agra 1039 ; P.U. 1931) 

Or 

"Labour is not a commodity, but is bought and sold like a com- 
modity." Explain. 

14. Briefly examine the various theories of wages. 

(C.U. 1924 ; Agra. 1942 ; Delhi 1940, Pun. 1935) 

15. “The rate of wages is determined by the discounted mar- 
ginal product of labour.” Explain. (Agra 193S) 

16. How do you explain the fact that labour in different occu 

pstions earns strikingly diilorent rat*'s of wages f (C.U. 19 iO) 

Account for different earnings of (a) domcFtio servants, (6) college 
teaobers, (c) Govt, employees. 

17. Examine the merits and demerits of the (a) Labour co- 
partnership, (b) Profit-sharing, and (c) Sliding scale of wages as means 
of settling differences between labour and capital. (O.U. 1947, *44) 

lo. How wages are determined 1 Do wages in India always 
seek tho same level ? Give reasons. 

' !?• Why wages differ (i) from occupation to occupation, and 

(»») from country to country ? 

of wages marginal anal - VBls applied in tho determination 

'“!/ Dist i n guish between Time Wage and Piece Wago and 
aay where each is suitable. Why do tho workers prefer Time wage 
and the employers prefer Picco wage 1 

»u,™. <??£«£? 1 “ ,alBo ““" i “■**> ”»“» by 


mum 


mim* 


is Social Insurancp ? tt,. r l T 
providmg social insurance to tho factoijlorkora f” ^ S ° D ° *“ 
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25. “Unemployment may bo regarded os a shadow side of 
modern progress.” Disouss. 

Inltrcsl. 

r 1. What do you understand by Interest ? How does it arise ? 
Indicate the factors that determine the general rate of interest. 

(P.U. 1939) 

r 2. Why is Interest paid ? Bo yon think that the complete 
abolition of interest payment would cause all savings to cease ? 

(P.U. 1942) 

3. Write short notes on— 

(a) Liquidity Preference (6) Forced Savings. 

-4. Explain some of the causes of the movement of the rates 
of interest and their effects. (P.U. 1944) 

5. Enumerate the causes that give mb to interest payment. 
Does the not rate of interest tend towards equality ? (P.U. 19-45) 

8. Distinguish between Gross Interest and Not Interest and 
analyse Gross interest into its various constituents. 

7. Why does a village xnonoy-londor chargo 18% interest ; 
whereas a bank charges only 6% ? 

8. Explain how short and long-period fates of interest are 

determined. (P.U. 1943) 

9. “Interest is the measure of marginal productivity or mar- 
ginal forbearance.” Explain and comment. 

, - (C.U. 1935, '33; Pun. 1045) 

10. Why is there a tendency to equality in interest rates and 
not in wage rates t 

11. Examine tlio effect of economic progress on interest. Will 
the rate of interest ever fall to zero ? 

I "Interest is the price of time.' 3 Discuss. 

Profits. 

1. Indicate the nature of profits and indicate the position it is 

likely to hold under a socialistic regime. (P. TJ. 1938) 

2. Who is to bo regarded os the risk-taker in modern economic 
organisation ? Is he paid for it and, if so, on what principles ? 

(P. U. 1041) 

3. Explain : “Profits are a constituent part of normal supply 

Price.” (P. u. 1042 ) 

4. Write short notes on- 
to) Net Profits, (b) Normal Profits. " ; 

5. Profit is reward to enterprise. Discuss. (P. U. 1948). 

J5. Distinguish between Gross Profits and Not Profits. What 

are <be constituents of gross profits ? 
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7. “ Profits are like rent and do not enter price.” Do you 
agree i 

8. Examine the validity of the following propositions 

(a) Profits tend to equality ; 

(b) Profits tend to a minimum. (C. U. 1933) 

9. What is profiteering ? Does it hinder or help the develop- 
ment of business 1 

10. What is the social or economic justification of profits 1 

Public Economics 

], Write a critical note on the desirability of efficient State 
regulation of Industry, with reference to existing conditions in 
India. . (P- H. 1935) 

2. Every State intervenes or interferes to some extent but 
some States go much further than others. What in your opinion 
should be the limit of State intervention in economic matters % 

(P.U. 1944) 

3. Enumerate the economic functions of a modem State. 

Public Finance. 

1. What is Public Finance 1 Distinguish between Private and 
Public Finance. 

2. Give the principal resources of income and .the. main items 
of expenditure of the Government of India. What changes, if any, 
would you wish to effect ? State your reasons clearly in either case. 

♦ (P. U. 1932) 

r 3. What are the principles which should guide public expen- 
diture ? Answer with reference to Indian conditions. 

(P. U. 1935) 

4. Write short notes on — 

(a) Canons of Taxation ; (6) Progressive Taxation ; 

(c) Treasury Bills. 

* 5. What do you mean by tbe incidence of a tax ? Trace the 
incidence of (1) customs duty paid in Bombay on long cloth' im- 
ported from Lancashire by a wholesale merchant in, Delhi, who 
sold it to a retailer in Gurdaspur , who sold it to a local resident ; 
and (2) Income-tax paid by the retail dealer in Gurdaspur. 

(P.U. 1936) 

6. Distinguish between recurring and non recurring expendi- 
ture. How wouldyou proceed to raise income to meet them 1 
" • (P. U. 1937) 

*- 7. What do you mean by a Progressive Tax ? With what 
ends in view is this kind of taxation usually adopted 1 

(P.U. 1938) 
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Or. 


“ The rich should pav in taxes more than the poor”. 

(0. U. 1930) 


8. Discuss the practical importance of the study of the in- 

cidence of taxation. How would you determine the incidence of a 
tax on a consumable commodity % (P. U. 1939) 

9. Examino tho merits and demerits of direct and indirect 

tnxea. (P. TJ. 1940, 1945). 

10. Some writers have urged that there should bo only ono tax 

— a tax on land values. Do you agree or disagree with the view ? 
Give reasons for your answer. (P. U. 1941) 

11. Discuss the Canon of Equity in taxation. (P. U. 1948) 

12. Should publie expenditure on emergency bo met out of 

taxation or loans ? Argue. (P. U. 1948) 

13. State and illustrate Adam Smiths’ Canons of taxation. 

. . (C..U. 1925, 1928) 


Or 


What are tho principal canons of taxation ? 

(C. U. 1919, P. U. 1934). 

44.' What is meant by ‘differentiation’ in taxation ? Give 
illustrations. 


*15. What is meant by taxable capacity ? What factors 
determine it ? 


16. Howis.wnr financed 1 Can the burden of a war be shifted 
to posterity ? Tff so, how ? 

17. Discuss inflation as a means of financing war. 

18. Write a short note on the doctrine of maximum social ad- 
vantage as tho aim of public finance. 

(Agra 1942 ; Mad, 1934) 

19. Discuss the effects of public expenditure on production and 
distribution. 

20. What arc the different forms of public debt ? Suggest 
measures by which the burden of public debt may bo diminished. 


21. Explain tho Diffusion Theory in relation to taxation. 

22. “ Taxation is a powerful weapon in the hands of the State 
for removing inequalities in the distribution of incomes.” Comment. 

,23. Distinguish between impact and incidence of a tax. Give 
illustrations. Trace tbo incidence of a tax on (a) economic rout, 
(6) monopoly, (c) buildings, (d) import duties, nud (e) sales tax. 

The Economic Systems. 


1. Write short notes on : — 

(a) LaUstz-fairs. ( h ) Socialism. 
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~2. The present organisation of indns try is often described as 
capitalistic. Giro an explanation of the meanings of this term, • 
pointing out the distinguishing features of capitalism. J 

. \(P. U. 1942),' 

3. Trace the effects of social institutions on the 'economic life 
of a country, (P. TL 1944) 

4.. Critically examine the main tenets of socialism. 

(P. U. 1948) 

5. The modern economic system has been called a Government 
by price. Do you agree ? Give reasons. 

6. Argue for the establishment of a socialist’ State in India. 

7. Do you agree with the view that capitalism should be 
allowed to function unhampered in India for some time? Give 
reasons. 

8. “The present age is frequently described as the age of Eco- 
nomic Freedom.” Discuss. (P. tJ. 1926) 



